University of Mississippi

eGrove
Examinations and Study

American Institute of Certified Public Accountants
(AICPA) Historical Collection

1991

Uniform CPA examination. Questions and
unofficial answers, 1991 May
American Institute of Certified Public Accountants. Board of Examiners

Follow this and additional works at: https://egrove.olemiss.edu/aicpa_exam
Part of the Accounting Commons, and the Taxation Commons
Recommended Citation
American Institute of Certified Public Accountants. Board of Examiners, "Uniform CPA examination. Questions and unofficial
answers, 1991 May" (1991). Examinations and Study. 94.
https://egrove.olemiss.edu/aicpa_exam/94

This Book is brought to you for free and open access by the American Institute of Certified Public Accountants (AICPA) Historical Collection at
eGrove. It has been accepted for inclusion in Examinations and Study by an authorized administrator of eGrove. For more information, please contact
egrove@olemiss.edu.

CPA Examination
May 1991

Questions and
Unofficial Answers

AICPA
American Institute of Certified Public Accountants

Uniform
CPA Examination
May 1991

Questions and
Unofficial Answers

A Supplement to the Journal of Accountancy

Copyright © 1991 by the
American Institute of Certified Public Accountants, Inc.
1211 Avenue of the Americas, New York, N.Y. 10036-8775
1 2 3 4 5 6 7 8 9 0 EX 9 9 8 7 6 5 4 3 2 1

FOREWORD

The Uniform CPA Examination is prepared by the Board of Examiners of the American Institute of
Certified Public Accountants and is used by the examining boards of all fifty states of the United States,
the District of Columbia, Puerto Rico, Guam, and the Virgin Islands as a prerequisite for issuance of
CPA certificates. This booklet contains the questions and unofficial answers of the May 1991 Uniform
Certified Public Accountant Examination.

Although the questions and unofficial answers may be used for many purposes, the principal reason
for their publication is to aid candidates in preparing for the examination. Candidates are also
encouraged to read Information fo r CPA Candidates, which describes the content, grading, and other
administrative aspects of the Uniform CPA Examination.

The unofficial answers were prepared by the staff of the Examinations Division and reviewed by the
Board of Examiners but are not purported to be official positions of the American Institute of Certified
Public Accountants. Each of the unofficial answers is accompanied by its maximum point value assigned
by the Board of Examiners for grading purposes.

Rick Elam, Vice President — Education
American Institute of Certified Public Accountants

May 1991
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You must arrange the papers in numerical order of
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12 pages are used for your answers, the multiplechoice answer sheet is page 1 and your other pages
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Examination Questions — May 1991
Instructions

2.
Mirr, Inc. was incorporated on January 1 , 1990, with
proceeds from the issuance of $750,000 in stock and
borrowed funds of $110,000. During the first year of
operations, revenues from sales and consulting amounted
to $82,000, and operating costs and expenses totaled
$64,000. On December 15, M irr declared a $3,000 cash
dividend, payable to stockholders on January 1 5 , 1991. No
additional activities affected owners’ equity in 1990. Mirr’s
liabilities increased to $120,000 by December 3 1 , 1990.
On M irr’s December 3 1 , 1990, balance sheet, total assets
should be reported at
a. $885,000
b. $882,000
c. $878,000
d. $875,000

Questions Num ber 1, 2, and 3 each consist of 20
multiple choice items. Select the best answer for each of
the items relating to a variety of financial accounting
problems. Use a soft pencil, preferably No. 2, to blacken
the appropriate circle on the separate printed answer sheet
to indicate your answer. M ark only one answer for each
item. Answer all items. Your grade will be based on the
total number of correct answers.
The following is an example of the manner in which
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker Co. to
its customers last year amounted to $5,260,000; sales
returns and allowances reduced the amounts owed by
$160,000. Net sales were
a. $4,800,000
b. $5,100,000
c. $5,200,000
d. $5,260,000

3.
In Baer Food C o.’s 1990 single-step income state
ment, the section titled “ Revenues” consisted of the
following:
Net sales revenue
$187,000
Results from discontinued operations:
Loss from operations of segment
(net of $1,200 tax effect)
$(2,400)
Gain on disposal of segment (net
of $7,200 tax effect)
14,400 12,000

Answer Sheet

Interest revenue
Gain on sale of equipment
Cumulative change in 1988 and
1989 income due to change
in depreciation method (net of
$750 tax effect)
Total revenues

97.

Num ber 1 (Estimated tim e ----- 45 to 55 minutes)

4,700

1,500
$215,400

In the revenues section of the 1990 income statement, Baer
Food should have reported total revenues of
a. $216,300
b. $215,400
c. $203,700
d. $201,900

1. When preparing a draft of its 1990 balance sheet,
Mont, Inc. reported net assets totaling $875,000. Included
in the asset section of the balance sheet were the following:
Treasury stock of Mont, Inc. at cost,
which approximates market value
on December 31
Idle machinery
Cash surrender value of life insurance
on corporate executives
Allowance for decline in market value
of noncurrent equity investments

10,200

$24,000
11,200

4.
In 1990, a tornado completely destroyed a building
belonging to Holland Corp. The building cost $100,000 and
had accumulated depreciation of $48,000 at the time of the
loss. Holland received a cash settlement from the insurance
company and reported an extraordinary loss of $21,000.
In Holland’s 1990 cash flow statement, the net change
reported in the cash flows from investing activities section
should be a
a. $10,000 increase.
b. $21,000 decrease.
c. $31,000 increase.
d. $52,000 decrease.

13,700
8,400

At what amount should Mont’s net assets be reported in the
December 31, 1990, balance sheet?
a. $851,000
b. $850,100
c. $842,600
d. $834,500
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8.
The following information was taken from the 1990
financial statements of Planet Corp.:

5. Thorpe Co.’s income statement for the year ended
December 3 1 , 1990, reported net income of $74,100. The
auditor raised questions about the following amounts that
had been included in net income:
Unrealized loss on decline in market
value of noncurrent investments in stock
Gain on early retirement of bonds payable
(net of $11 ,000 tax effect)
Adjustment to profits of prior years for
errors in depreciation (net of $3,750
tax effect)
Loss from fire (net of $7,000 tax effect)

Accounts receivable, January 1, 1990
Accounts receivable, December 31, 1990
Sales on account and cash sales
Uncollectible accounts

$( 5,400)

$ 21,600
30,400
438,000
1,000

22,000

No accounts receivable were written off or recovered during
the year.

( 7,500)
(14,000)

If the direct method is used in the 1990 statement of cash
flows, Planet should report cash collected from customers
as
a. $447,800
b. $446,800
c. $429,200
d. $428,200

The loss from the fire was an infrequent but not unusual
occurrence in Thorpe’s line of business. Thorpe’s
December 31, 1990, income statement should report net
income of
a. $65,000
b. $66,100
c. $81,600
d. $87,000

9.
Kresley Co. has provided the following 1990 current
account balances for the preparation of the annual statement
of cash flows:

6. Metro, Inc. reported net income of $150,000 for
1990. Changes occurred in several balance sheet accounts
during 1990 as follows:

Accounts receivable
Allowance for
uncollectible accounts
Prepaid rent expense
Accounts payable

Investment in Videogold, Inc. stock,
carried on the equity basis
$5,500 increase
Accumulated depreciation, caused by
major repair to projection equipment 2,100 decrease
Premium on bonds payable
1,400 decrease
Deferred income tax liability
(long-term)
1,800 increase

January 1
$11,500
400

December 31
$14,500

6,200

500
4,100

9,700

11,200

Kresley’s 1990 net income is $75,000. Net cash provided
by operating activities in the statement of cash flows should
be
a. $72,700
b. $74,300
c. $75,500
d. $75,700

In Metro’s 1990 cash flow statement, the reported net cash
provided by operating activities should be
a. $150,400
b. $148,300
c. $144,900
d. $142,800

10. During 1990, Teb, Inc. had the following activities
related to its financial operations:

7.
On January 1, 1990, Poe Corp. sold a machine for
$900,000 to Saxe Corp., its wholly-owned subsidiary. Poe
paid $1,100,000 for this machine, which had accumulated
depreciation of $250,000. Poe estimated a $100,000 salvage
value and depreciated the machine on the straight-line
method over 20 years, a policy which Saxe continued. In
Poe’s December 3 1 , 1990, consolidated balance sheet, this
machine should be included in cost and accumulated
depreciation as
Accumulated
Cost
depreciation
a.
$1,100,000
$300,000
b.
$1,100,000
$290,000
c.
$ 900,000
$ 40,000
d.
$ 850,000
$ 42,500

Payment for the early retirement of long-term
bonds payable (carrying value $740,000)
$750,000
Distribution in 1990 of cash dividend
declared in 1989 to preferred shareholders
62,000
Carrying value of convertible preferred stock
in Teb, converted into common shares
120,000
Proceeds from sale of treasury stock
(carrying value at cost, $86,000)
95,000
In Teb’s 1990 statement of cash flows, net cash used in
fi nancing activities should be
a. $717,000
b. $716,000
c. $597,000
d. $535,000
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11. Alp, Inc. had the following activities during 1990:
•

Acquired 2,000 shares of stock in Maybel, Inc. for
$26,000.

•

Sold an investment in Rate Motors for $35,000 when
the carrying value was $33,000.

•

Acquired a $50,000, 4-year certificate of deposit from
a bank. (During the year, interest of $3,750 was paid
to Alp.)

•

Collected dividends of $1,200 on stock investments.

Item s 13 through 17 are based on the following:
The separate condensed balance sheets and income
statements of Purl Corp. and its wholly-owned subsidiary,
Scott Corp., are as follows:

BALANCE SHEETS
December 3 1 , 1990

In Alp’s 1990 statement of cash flows, net cash used in
investing activities should be
a. $37,250
b. $38,050
c. $39,800
d. $41,000

Purl
Current assets
Cash
Accounts
receivable (net)
Inventories
Total current assets
Property, plant, and
equipment (net)
Investment in Scott
(equity method)

12. Mag, Inc.’s December 3 1 , 1990, unadjusted current
assets and stockholders’ equity sections are as follows:
Current Assets:
Cash
Investments in marketable equity
securities (including $75,000 of
Mag, Inc. common stock)
Trade accounts receivable
Inventories
Total

Total assets

$ 15,000

100,000
85,000
37,000

Total

$

80,000

$ 60,000

140,000
90,000

25,000
50,000

310,000

135,000

625,000

280,000

390,000

—

$1,325,000

$415,000

Liabilities and Stockholders’ Equity

$237,000
Current liabilities
Accounts payable
Accrued liabilities

Stockholders’ Equity:
Common stock
Retained earnings (deficit)

Scott

A ssets

$556,000
(56,000)

Total current
liabilities

$500,000

Stockholders’ equity
Common stock
($10 par)
Additional paid-in
capital
Retained earnings

The investments and inventories are reported at their costs,
which approximate market values.
Mag’s stockholders’ equity at December 3 1 , 1990, should
be
a. $556,000
b. $500,000
c. $481,000
d. $425,000

Total stockholders’
equity
Total liabilities and
stockholders’ equity

4

$ 160,000
110,000

$ 95,000
30,000

270,000

125,000

300,000

50,000

755,000

10,000
230,000

1,055,000

290,000

$1,325,000

$415,000

Accounting Practice — Part I
14. Total assets should be
a. $1,740,000
b. $1,450,000
c. $1,350,000
d. $1,325,000

INCOM E STATEM ENTS
For the Year Ended December 3 1 , 1990

Sales
Cost of goods sold
Gross margin
Operating expenses
Operating income
Equity in earnings
of Scott
Income before
income taxes
Provision for
income taxes
Net income

Purl

Scott

$2,000,000
1,540,000
460,000
260,000

$750,000
500,000
250,000
150,000

200,000

100,000

60,000

15. Total retained earnings should be
a. $985,000
b. $825,000
c. $795,000
d. $755,000

—

260,000

100,000

60,000

30,000

$ 200,000

$ 70,000
16. Net income should be
a. $270,000
b. $200,000
c. $190,000
d. $170,000

Additional information:
•

•

•

•

On January 1, 1990, Purl purchased for $360,000
all of Scott’s $10 par, voting comm on stock. On
January 1, 1990, the fair value of Scott’s assets and
liabilities equaled their carrying amount of $410,000
and $160,000, respectively, except that the fair values
of certain items identifiable in Scott’s inventory were
$10,000 more than their carrying amounts. These items
were still on hand at December 3 1 , 1990. Purl’s policy
is to amortize intangible assets over a 10-year period,
unless a definite life is ascertainable.

17. Goodwill amortization expense should be
a. $20,000
b. $10,000
c. $ 6,000
d. $0

During 1990, Purl and Scott paid cash dividends of
$100,000 and $30,000, respectively. For tax purposes,
Purl receives the 100% exclusion for dividends
received from Scott.

18. Data regarding Ball C orp.’s long-term marketable
equity securities follow:

There were no intercompany transactions, except for
Purl’s receipt of dividends from Scott and Purl’s
recording of its share of Scott’s earnings.
Both Purl and Scott paid income taxes at the rate of
30%.

December 31, 1989
December 31, 1990

In the December 3 1 , 1990, consolidated financial statements
of Purl and its subsidiary:

Cost

Market
value

$150,000
150,000

$130,000
160,000

Differences between cost and market values are considered
tem porary. The decline in market value was considered
temporary and was properly accounted for at December 31,
1989. Ball ’s 1990 statement of changes in stockholders’
equity would report an increase of
a. $30,000
b. $20,000
c. $10,000
d. $0

13. Total current assets should be
a. $455,000
b. $445,000
c. $310,000
d. $135,000
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Number 2 (Estimated tim e----- 45 to 55 minutes)
Item s 19 and 20 are based on the following:
Items 21 and 22 are based on the following:
Pugh Co. reported the following in its statement of
stockholders’ equity on January 1, 1990:

During 1990, Pitt Corp. incurred costs to develop and pro
duce a routine, low-risk computer software product, as
follows:

Common stock, $5 par value, authorized
200,000
shares, issued 100,000 shares $ 500,000
Additional paid-in capital
1,500,000
516,000
Retained earnings
2 ,516,000
Less treasury stock, at cost, 5,000 shares
40,000
$2,476,000
Total stockholders’ equity

Completion of detail program design
Costs incurred for coding and testing to
establish technological feasibility
Other coding costs after establishment
of technological feasibility
Other testing costs after establishment
of technological feasibility
Costs of producing product masters for
training materials
Duplication of computer software and
training materials from product masters
(1,000 units)
Packaging product (500 units)

The following events occurred in 1990:
May 1

— 1,000 shares of treasury stock were sold for
$ 10,000.

July 9

— 10,000 shares of previously unissued
common stock were sold for $12 per share.

$13,000
10,000

24,000
20,000
15,000
25,000
9,000

21. In Pitt’s December 31, 1990, balance sheet, what
amount should be reported in inventory?
a. $25,000
b. $34,000
c. $40,000
d. $49,000

October 1 — The distribution of a 2-for-1 stock split
resulted in the common stock’s per share par
value being halved.

22. In Pitt’s December 31, 1990, balance sheet, what
amount should be capitalized as software cost, subject to
amortization?
a. $54,000
b. $57,000
c. $59,000
d. $69,000

Pugh accounts for treasury stock under the cost method.
Laws in the state of Pugh’s incorporation protect shares held
in treasury from dilution when stock dividends or stock
splits are declared.

19. In Pugh’s December 31, 1990, statement of
stockholders’ equity, the par value of the issued common
stock should be
a. $550,000
b. $518,000
c. $291,000
d. $275,000

23. On October 1, 1990, Shaw Corp. purchased a
machine for $126,000 that was placed in service on
November 3 0 , 1990. Shaw incurred additional costs for this
machine, as follows:
Shipping
Installation
Testing

20. The number of outstanding common shares at
December 31, 1990, should be
a. 222,000
b. 220,000
c. 216,000
d. 212,000

$3,000
4 ,000
5,000

In Shaw’s December 3 1 , 1990, balance sheet, the machine’s
cost should be reported as
a. $126,000
b. $129,000
c. $133,000
d. $138,000
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27. On December 3 1 , 1990, a building owned by Carr,
Inc. was destroyed by fire. Carr paid $12,000 for removal
and clean-up costs. The building had a book value of
$250,000 and a fair value of $280,000 on December 31,
1990. What amount should Carr use to determine the gain
or loss on this involuntary conversion?
a. $250,000
b. $262,000
c. $280,000
d. $292,000

24. During 1990, Burr Co. had the following transactions
pertaining to its new office building:
Purchase price of land
Legal fees for contracts to purchase land
Architects’ fees
Demolition of old building on site
Sale of scrap from oldbuilding
Construction cost of new building
(fully completed)

$ 60,000
2,000
8,000
5,000
3,000
350,000

In Burr’s December 3 1 , 1990, balance sheet, what amounts
should be reported as the cost of land and cost of building?

a.
b.
c.
d.

Land
$60,000
$62,000
$64,000
$65,000

28. On June 30, 1990, Union, Inc. purchased goodwill
of $125,000 when it acquired the net assets of Apex Corp.
During 1990, Union incurred additional costs of develop
ing goodwill, by training Apex employees ($50,000) and
hiring additional Apex employees ($25,000). Before amor
tization of goodwill, Union’s December 3 1 , 1990, balance
sheet should report goodwill of
a. $200,000
b. $175,000
c. $150,000
d. $125,000

Building
$360,000
$360,000
$358,000
$362,000

25. On January 1, 1988, Nobb Corp. signed a 12-year
lease for warehouse space. Nobb has an option to renew
the lease for an additional 8-year period on or before
January 1, 1992. During January 1990, Nobb made
substantial improvements to the warehouse. The cost of
these improvements was $540,000, with an estimated useful
life of 15 years. At December 3 1 , 1990, Nobb intended to
exercise the renewal option. Nobb has taken a full year’s
amortization on this leasehold. In Nobb’s December 31,
1990, balance sheet, the carrying amount of this leasehold
improvement should be
a. $486,000
b. $504,000
c. $510,000
d. $513,000

29. On July 1, 1990, Roxy Co. obtained fire insurance
for a 3-year period at an annual premium of $72,000 payable
on July 1 of each year. The first premium payment was
made July 1 , 1990. On October 1 , 1990, Roxy paid $24,000
for real estate taxes to cover the period ending
September 3 0 , 1991. This prepayment was made to obtain
a discount. In its December 3 1 , 1990, balance sheet, Roxy
should report prepaid expenses of
a. $60,000
b. $54,000
c. $48,000
d. $36,000
30. Under East C o.’s accounting system, all insurance
premiums paid are debited to prepaid insurance. For interim
financial reports, East makes monthly estimated charges
to insurance expense with credits to prepaid insurance.
Additional information for the year ended December 31,
1990, is as follows:

26. In January 1988, Winn Corp. purchased equipment
at a cost of $500,000. The equipment had an estimated
salvage value of $100,000, an estimated 8-year useful life,
and was being depreciated by the straight-line method. Two
years later, it became apparent to Winn that this equipment
suffered a permanent impairment of value. In January 1990,
management determ inedthe carrying amount should be
only $175,000, with a 2-year remaining useful life, and the
salvage value should be reduced to $25,000. In Winn’s
December 3 1 , 1990, balance sheet, the equipment should
be reported at a carrying amount of
a. $350,000
b. $175,000
c. $150,000
d. $100,000

Prepaid insurance at December 31, 1989
Charges to insurance expense during 1990
(including a year-end adjustment
of $17,500)
Prepaid insurance at December 31, 1990

$105,000

437,500
122,500

What was the total amount of insurance premiums paid by
East during 1990?
a. $332,500
b. $420,000
c. $437,500
d. $455,000
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31. In 1990, Rand, Inc. reported for financial statement
purposes the following items, which were not included in
taxable income:

34. Kew Co.’s accounts payable balance at December 31,
1990, was $2,200,000 before considering the following
data:

Installment gain to be collected equally
in 1991 through 1993
Estimated future warranty costs to be
paid equally in 1991 through 1993

•

Goods shipped to Kew F.O.B. shipping point on
December 2 2 , 1990, were lost in transit. The invoice
cost o f $40,000 was not recorded by Kew. On
January 7, 1991, Kew filed a $40,000 claim against
the common carrier.

•

On December 2 7 , 1990, a vendor authorized Kew to
return, for full credit, goods shipped and billed at
$70,000 on December 3, 1990. The returned goods
were shipped by Kew on December 28, 1990. A
$70,000 credit memo was received and recorded by
Kew on January 5, 1991.

•

Goods shipped to Kew F.O.B. destination on
December 20, 1990, were received on January 6,
1991. The invoice cost was $50,000.

$1,500,000
2,100,000

Rand has paid income taxes in the amount of $900,000 for
the three year period ended December 3 1 , 1990. There were
no temporary differences in prior years. Rand’s enacted
tax rates are 30% for 1990 and 25% for 1991 through 1993.
Rand elected early application of FASB Statement No. 96,
Accounting fo r Income Taxes. In Rand’s December 31,
1990, balance sheet, what amounts of the deferred tax asset
should be classified as current and noncurrent?

a.
b.
c.
d.

Current
$60,000
$60,000
$50,000
$50,000

Noncurrent
$100,000
$120,000
$100,000
$120,000

What amount should Kew report as accounts payable in its
December 31, 1990, balance sheet?
a. $2,170,000
b. $2,180,000
c. $2,230,000
d. $2,280,000

32. Dell Co. adopted a defined benefit pension plan on
January 1 , 1990. Dell amortizes the prior service cost over
16 years and funds prior service cost by making equal
payments to the fund trustee at the end of each of the first
ten years. The service (normal) cost is fully funded at the
end of each year. The following data are available for 1990:
Service (normal) cost for 1990
Prior service cost:
Amortized
Funded

35. Ames, Inc. has $500,000 of notes payable due
June 1 5 , 1991. Ames signed an agreement on December 1,
1990, to borrow up to $500,000 to refinance the notes
payable on a long-term basis with no payments due until
1992. The financing agreement stipulated that borrowings
may not exceed 80% of the value of the collateral Ames
was providing. At the date of issuance of the December 31,
1990, financial statements, the value of the collateral was
$600,000 and is not expected to fall below this amount dur
ing 1991. In Ames’ December 3 1 , 1990, balance sheet, the
obligation for these notes payable should be classified as

$220,000
83,400
114,400

Dell’s prepaid pension cost at December 31, 1990, is
a. $114,400
b. $ 83,400
c. $ 31,000
d. $0

a.
b.
c.
d.

33. Mann Corp.’s liability account balances at June 30,
1989, included a 10% note payable in the amount of
$3,600,000. The note is dated October 1, 1988, and is
payable in three equal annual payments of $1,200,000 plus
interest. The first interest and principal payment was made
on October 1, 1989. In Mann’s June 30, 1990, balance
sheet, what amount should be reported as accrued interest
payable for this note?
a. $270,000
b. $180,000
c. $ 90,000
d. $ 60,000

Short-term
$500,000
$100,000
$ 20,000
$0

Long-term
$0
$400,000
$480,000
$500,000

36. Pine Corp. is required to contribute, to an employee
stock ownership plan (ESOP), 10% of its income after
deduction for this contribution but before income tax. Pine’s
income before charges for the contribution and income tax
was $75,000. The income tax rate is 30%. What amount
should be accrued as a contribution to the ESOP?
a. $7,500
b. $6,818
c. $5,250
d. $4,773
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40. On December 3 1 , 1990, Rice, Inc. authorized Graf
to operate as a franchisee for an initial franchise fee of
$150,000. O f this amount, $60,000 was received upon
signing the agreement and the balance, represented by a
note, is due in three annual payments of $30,000 each
beginning December 31, 1991. The present value on
December 31, 1990, of the three annual payments
appropriately discounted is $72,000. According to the
agreement, the nonrefundable down payment represents a
fair measure of the services already performed by Rice;
however, substantial future services are required of Rice.
Collectibility of the note is reasonably certain. In Rice’s
December 3 1 , 1990, balance sheet, unearned franchise fees
from G ra f's franchise should be reported as
a. $132,000
b. $100,000
c. $ 90,000
d. $ 72,000

37. Kemp Co. must determine the December 3 1 , 1990,
year-end accruals for advertising and rent expenses. A $500
advertising bill was received January 7 , 1991, comprising
costs of $375 for advertisements in December 1990 issues,
and $125 for advertisements in January 1991 issues of the
newspaper.
A store lease, effective December 1 6 , 1989, calls for fixed
rent of $1,200 per month, payable one month from the
effective date and monthly thereafter. In addition, rent equal
to 5% of net sales over $300,000 per calendar year is
payable on January 31 of the following year. Net sales for
1990 were $550,000.
In its December 31, 1990, balance sheet, Kemp should
report accrued liabilities of
a. $12,875
b. $13,000
c. $13,100
d. $13,475

Number 3 (Estimated tim e----- 45 to 55 minutes)
38. Bart Co. requires nonrefundable advance payments
with special orders for machinery constructed to customer
specifications. Information for 1990 is as follows:
Customer
Advances
Advances
Advances
in 1990

advances — balance 12/31/89
received with orders in 1990
applied to orders shipped in 1990
applicable to orders cancelled

41. On June 30, 1990, Ank Corp. prepaid a $19,000
premium on an annual insurance policy. The premium pay
ment was a tax deductible expense in Ank’s 1990 cash basis
tax return. The accrual basis income statement will report
a $9,500 insurance expense in 1990 and 1991.
Ank elected early application of FASB Statement No.
96, Accounting fo r Income Taxes. Ank’s income tax rate
is 30% in 1990 and 25 % thereafter. In Ank’s December 31,
1990, balance sheet, what amount related to the insurance
should be reported as a deferred income tax liability?
a. $5,700
b. $4,750
c. $2,850
d. $2,375

$590,000
920,000
820,000
250,000

In Bart’s December 3 1 , 1990, balance sheet, what amount
should be reported as a current liability for customer
deposits?
a. $740,000
b. $690,000
c. $440,000
d. $0

42. On January 1, 1990, Babson, Inc. leased two
automobiles for executive use. The lease requires Babson
to make five annual payments of $13,000 beginning
January 1, 1990. At the end of the lease term ,
December 3 1 , 1994, Babson guarantees the residual value
of the automobiles will total $10,000. The lease qualifies
as a capital lease. The interest rate implicit in the lease is
9%. Present value factors for the 9% rate implicit in the
lease are as follows:

39. Fell, Inc. operates a retail grocery store that is required
by law to collect refundable deposits of $.05 on soda cans.
Information for 1990 follows:
Liability for returnable deposits—12/31/89 $150,000
Cans of soda sold in 1990
10,000,000
Soda cans returned in 1990
11,000,000
On February 1, 1990, Fell subleased space and received
a $25,000 deposit to be applied toward rent at the expira
tion of the lease in 1994. In Fell’s December 31, 1990,
balance sheet, the current and noncurrent liabilities for
deposits were

a.
b.
c.
d.

Current
$125,000
$100,000
$100,000
$ 25,000

For an annuity due with 5 payments
For an ordinary annuity with 5 payments
Present value of $1 for 5 periods

4.240
3.890
0.650

Babson’s recorded capital lease liability immediately after
the first required payment should be
a. $48,620
b. $44,070
c. $35,620
d. $31,070

Noncurrent
$0
$ 25,000
$0
$100,000
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43. Aneen’s Video Mart sells 1- and 2-year mail order
subscriptions for its video-of-the-month business. Subscrip
tions are collected in advance and credited to sales. An
analysis of the recorded sales activity revealed the
following:

Sales
Less cancellations
Net sales
Subscriptions expirations:
1989
1990
1991
1992

1989
$420,000
20,000

$400,000

46. On December 31, 1990, Cobb issued 2,000 of its
10%, $1,000 bonds at
The issuance price established
a bond discount of $20,000. In connection with the sale of
these bonds, Cobb paid the following expenses:

In Cobb’s December 3 1 , 1990, balance sheet, bond issue
costs should be reported as
a. $120,000
b. $130,000
c. $160,000
d. $185,000

$ 120,000

155,000
125,000
________
$400,000

$45,000
55,000
85,000

Legal and accounting fees
Printing of the prospectus
Underwriting fees

1990
$500,000
30,000
$470,000

$130,000
200,000

140,000
$470,000

47. Hancock C o.’s December 31, 1990, balance sheet
contained the following items in the long-term liabilities
section:

In Aneen’s December 3 1 , 1990, balance sheet, the balance
for unearned subscription revenue should be
a. $495,000
b. $470,000
c. $465,000
d. $340,000

44. On January 1 , 1990, Hooks Oil Co. sold equipment
with a carrying amount of $100,000, and a remaining useful
life of 10 years, to Maco Drilling for $150,000. Hooks
immediately leased the equipment back under a 10-year
capital lease with a present value of $150,000 and will
depreciate the equipment using the straight-line method.
Hooks made the first annual lease payment of $24,412 in
December 1990. In Hooks’ December 3 1 , 1990, balance
sheet, the unearned gain on equipment sale should be
a. $50,000
b. $45,000
c. $25,588
d. $0

Unsecured
9.375% registered bonds ($25,000
maturing annually beginning in 1994)
11.5% convertible bonds, callable
beginning in 1999, due 2010

$275,000

Secured
9.875% guaranty security bonds, due 2010
10.0% commodity backed bonds ($50,000
maturing annually beginning in 1995)

$250,000

125,000

200,000

What are the total amounts of serial bonds and debenture
bonds?

a.
b.
c.
d.

Serial
bonds
$475,000
$475,000
$450,000
$200,000

Debenture
bonds
$400,000
$125,000
$400,000
$650,000

48. Marr Corp. reported rental revenue of $2,210,000
in its cash basis federal income tax return for the year ended
November 3 0 , 1990. Additional information is as follows:
45. On January 1 , 1990, Blaugh Co. signed a long-term
lease for an office building. The terms of the lease required
Blaugh to pay $10,000 annually, beginning December 30,
1990, and continuing each year for 30 years. The lease
qualifies as a capital lease. On January 1 , 1990, the present
value of the lease payments is $112,500 at the 8% interest
rate implicit in the lease. In Blaugh’s December 3 1 , 1990,
balance sheet, the capital lease liability should be
a. $102,500
b. $111,500
c. $112,500
d. $290,000

Rents receivable — November 30, 1990
Rents receivable — November 30, 1989
Uncollectible rents written off during the
fiscal year

$1,060,000
800,000
30,000

Under the accrual basis, Marr should report rental revenue
of
a. $1,920,000
b. $1,980,000
c. $2,440,000
d. $2,500,000
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52. Huff Co. acquired 30% of the voting common stock
of Flax, Inc. on January 1 , 1990, for $100,000. Huff has
the ability to exercise significant influence over operating
and financial policies of Flax. During 1990, Flax earned
$40,000 and paid dividends of $25,000. Before income
taxes, Huff should include what amount in its 1990 income
statement pertaining to this investment?
a. $40,000
b. $25,000
c. $12,000
d. $ 7,500

49. Barr Corp. started a long-term construction project
in 1990. The following data relate to this project:
Contract price
Costs incurred in 1990
Estimated costs to complete
Progress billings
Collections on progress billings

$4,200,000
1,750,000
1,750,000
900,000
800,000

The project is accounted for by the percentage of comple
tion method of accounting. In Barr’s 1990 income state
ment, what amount of gross profit should be reported for
this project?
a. $350,000
b. $150,000
c. $133,333
d. $100,000

53. Tara Co. owns an office building and leases the offices
under a variety of rental agreements involving rent paid in
advance monthly or annually. Not all tenants make timely
payments of their rent. Tara’s balance sheets contained the
following data:

50. The following information pertains to a sale of real
estate by Ryan Co. to Sud Co. on December 31, 1989:
Carrying amount
Sales price:
Cash
Purchase money
mortgage

Rentals receivable
Unearned rentals

1989
$ 9,600
32,000

1990
$12,400
24,000

$2 ,000,000
During 1990, Tara received $80,000 cash from tenants.
What amount of rental revenue should Tara record for
1990?
a. $90,800
b. $85,200
c. $74,800
d. $69,200

$ 300,000
2,700,000

3,000,000

The mortgage is payable in nine annual installments of
$300,000 beginning December 31, 1990, plus interest of
10%. The December 31, 1990, installment was paid as
scheduled, together with interest of $270,000. Ryan uses
the cost recovery method to account for the sale. What
amount of income should Ryan recognize in 1990 from the
real estate sale and its financing?
a. $570,000
b. $370,000
c. $270,000
d. $0

54. At December 31, 1990, Ashe Co. had a $990,000
balance in its advertising expense account before any yearend adjustments relating to the following:

51. In connection with a stock option plan for the benefit
of key employees, Ward Corp. intends to distribute treasury
shares when the options are exercised. These shares were
bought in 1989 at $42 per share. On January 1 , 1990, Ward
granted stock options for 10,000 shares at $38 per share
as additional compensation for services to be rendered over
the next three years. The options are exercisable during a
4-year period beginning January 1 , 1992, by grantees still
employed by Ward. Market price of Ward’s stock was $47
per share at the grant date. No stock options were terminated
during 1990. In Ward’s December 3 1 , 1990, income state
ment, what amount should be reported as compensation
expense pertaining to the options?
a. $90,000
b. $40,000
c. $30,000
d. $0

•

Radio advertising spots broadcast during December
1990 were billed to Ashe on January 4, 1991. The
invoice cost of $50,000 was paid on January 1 5 , 1991.

•

Included in the $990,000 is $60,000 for newspaper
advertising for a January 1991 sales promotional
campaign.

A she’s advertising expense for the year ended
December 31, 1990, should be
a. $ 930,000
b. $ 980,000
c. $1,000,000
d. $1,040,000
55. On July 1, 1990, Day Co. received $103,288 for
$100,000 face amount, 12% bonds, a price that yields 10%.
Interest expense for the six months ended December 31,
1990, should be
a. $6,197
b. $6,000
c. $5,164
d. $5,000
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60. On January 1 , 1985, Pell Corp. purchased a machine
having an estimated useful life of 10 years and no salvage.
The machine was depreciated by the double declining
balance method for both financial statement and income tax
reporting. On January 1 , 1990, Pell changed to the straightline method for financial statement reporting but not for
income tax reporting. Accumulated depreciation at
December 31, 1989, was $560,000. If the straight-line
method had been used, the accumulated depreciation at
December 31, 1989, would have been $420,000. Pell’s
enacted income tax rate for 1990 and thereafter is 30%. The
amount shown in the 1990 income statement for the
cumulative effect of changing to the straight-line method
should be
a. $ 98,000 debit.
b. $ 98,000 credit.
c. $140,000 credit.
d. $140,000 debit.

56. Based on 1990 sales of compact discs recorded by an
artist under a contract with Bain Co., the artist earned
$100,000 after an adjustment of $8,000 for anticipated
returns. In addition, Bain paid the artist $75,000 in 1990
as a reasonable estimate of the amount recoverable from
future royalties to be earned by the artist. What amount
should Bain report in its 1990 income statement for royalty
expense?
a. $100,000
b. $108,000
c. $175,000
d. $183,000

57. On December 1 , 1990, Tell Co. leased office space
for five years at a monthly rental of $60,000. On the same
date, Tell paid the lessor the following amounts:
First month’s rent
$ 60,000
Last month’s rent
60,000
Security deposit (refundable at lease expiration)
80,000
Installation of new walls and offices
360,000
Tell’s 1990 expense relating to utilization of the office space
should be
a. $140,000
b. $120,000
c. $ 66,000
d. $ 60,000

58. On January 2 , 1989, Adam Co. purchased as a long
term investment 10,000 shares of Mill Corp.’s common
stock for $40 a share. On December 3 1 , 1989, the market
price of Mill’s stock was $35 a share, reflecting a temporary
decline in market price. On December 2 8 , 1990, Adam sold
8,000 shares of Mill stock for $30 a share. For the year
ended December 3 1 , 1990, Adam should report a loss on
disposal of long-term investment of
a. $100,000
b. $ 90,000
c. $ 80,000
d. $ 40,000

Question Number 4 Begins on Page 13

59. On December 3 1 , 1990, Rapp Co. changed inventory
cost methods to FIFO from LIFO for financial statement
and income tax purposes. The change will result in a
$175,000 increase in the beginning inventory at January 1,
1990. Assuming a 30% income tax rate, the cumulative
effect of this accounting change reported in the income state
ment for the year ended December 31, 1990, is
a. $175,000
b. $122,500
c. $ 52,500
d. $0
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Required:
Prepare the follow ing and show supporting
computations:

N um ber 4 (Estimated tim e ----- 45 to 55 minutes)
Kem, Inc. had the following long-term receivable
account balances at December 31, 1989:
Note receivable from the sale of an
idle building
Note receivable from an officer

a . Long-term receivables section o f K ern’s
December 31, 1990, balance sheet.
$750,000

b. Schedule showing current portion of long-term
receivables and accrued interest receivable to be reported
in Kern’s December 31, 1990, balance sheet.

200,000

Transactions during 1990 and other information relating
to Kern’s long-term receivables follow:
•

The $750,000 note receivable is dated May 1, 1989,
bears interest at 9%, and represents the balance of the
consideration Kem received from the sale of its idle
building to Able Co. Principal payments of $250,000
plus interest are due annually beginning May 1 , 1990.
Able made its first principal and interest payment on
May 1, 1990. Collection of the remaining note
installments is reasonably assured.

•

The $200,000 note receivable is dated December 31,
1987, bears interest at 8%, and is due on December 31,
1992. The note is due from Frank Black, president of
Kem, Inc., and is collateralized by 5,000 shares of
Kern’s common stock. Interest is payable annually on
December 31, and all interest payments were made
through December 3 1 , 1990. The quoted market price
of Kern’s common stock was $45 per share on
December 31, 1990.

•

On April 1 , 1990, Kem sold a patent to Frey Corp. in
exchange for a $100,000 noninterest bearing note due
on April 1 , 1992. There was no established exchange
price for the patent, and the note had no ready market.
The prevailing interest rate for this type of note was
10% at April 1 , 1990. The present value of $1 for two
periods at 10% is 0.826. The patent had a carrying
amount of $40,000 at January 1 , 1990, and the amor
tization for the year ended December 3 1 , 1990, would
have been $8,000. Kem is reasonably assured of
collecting the note receivable from Frey.

•

On July 1 , 1990, Kern sold a parcel of land to Barr Co.
for $400,000 under an installment sale contract. Barr
made a $120,000 cash down payment on July 1 , 1990,
and signed a four-year 10% note for the $280,000
balance. The equal annual payments of principal and
interest on the note will be $88,332, payable on July 1
of each year from 1991 through 1994. The fair value
of the land at the date of sale was $400,000. The cost
of the land to Kem was $300,000. Collection of the
remaining note installments is reasonably assured.

c. Schedule showing interest revenue from long-term
receivables and gains recognized on sale of assets to be
reported in Kern’s 1990 income statement.
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Number 5 (Estimated tim e----- 40 to 50 minutes)
Cord Corp., a nonpublic enterprise, requires audited financial statements for credit purposes. After making normal adjusting
entries, but before closing the accounting records for the year ended December 3 1 , 1990, Cord’s controller prepared the following
financial statements for 1990:
Cord Corp.
STATEMENT OF FINANCIAL POSITION
December 31, 1990
Assets
Cash
Marketable equity securities, at cost
Accounts receivable
Allowance for doubtful accounts
Inventories
Property and equipment
Accumulated depreciation
Total assets

$1,225,000
125,000
460,000
(55,000)
530,000
620,000
(280,000)
$2,625,000

Liabilities and Stockholders’ Equity
Accounts payable and accrued liabilities
Income tax payable
Common stock, $20 par
Additional paid-in capital
Retained earnings
Total liabilities and stockholders’ equity

$1,685,000
110,000
300,000
75,000
455,000
$2,625,000

Cord Corp.
STATEMENT O F INCOM E
For the Year Ended December 31, 1990
Net sales

$1,700,000

Operating expenses:
Cost of sales
Selling and administrative
Depreciation
Total operating expenses
Income before income tax
Income tax expense
Net income

570,000
448,000
42,000
1,060,000
640,000
192,000
$ 448,000

Cord’s tax rate for all income items was 30% for both 1990 and 1989, and it made estimated tax payments when due. After
1991, the enacted tax rate is 25%. During the course of the audit, the following additional information (not considered when
the above statements were prepared) was obtained:
1. The investment portfolio consists of short-term investments for which total market value exceeded cost at December 31,
1989. On February 2 , 1990, Cord sold one investment costing $100,000 for $130,000. The total of the sale proceeds was credited
to the investment account.
2.

At December 31, 1990, the market value of the remaining securities in the portfolio was $142,000.

3. The $530,000 inventory total, which was based on a physical count at December 3 1 , 1990, was priced at cost. Subsequent
ly, it was determined that the inventory cost was overstated by $66,000. At December 3 1 , 1990, the inventory’s market value
approximated the adjusted cost.
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Number 5 (continued)
4. Pollution control devices costing $48,000, which is high in relation to the cost of the original equipment, were installed
on December 29, 1989, and were charged to repairs in 1989.
5. The original equipment referred to in Item 4, which had a remaining useful life of six years on December 2 9 , 1989, is being
depreciated by the straight-line method for both financial and tax reporting.
6. A lawsuit was filed against Cord in October 1990 claiming damages of $250,000. Cord’s legal counsel believes that an
unfavorable outcome is probable, and a reasonable estimate of the court’s award to the plaintiff is $60,000, which will be paid
in 1992 if the case is settled.
7. Cord determined that its accumulated benefits obligation under the pension plan exceeded the fair value of plan assets by
$40,000 at December 31, 1990. Cord has unrecognized prior service cost of $50,000 at December 31, 1990. Cord funds the
total pension expense each year.
Required:
Prepare journal entries, without explanations, to record the effects of the foregoing data on Cord’s accounting records at
December 3 1 , 1990. Do not prepare corrected financial statements for 1990. The journal entries should be numbered to correspond
with the numbers in the additional information. Include as the last entry any necessary adjustments to the 1990 income tax expense,
and support your computations for this entry.
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EXAMINATION IN ACCOUNTING PRACTICE - PART II
May 9, 1991; 1:30 P.M. to 6:00 P.M.
The point values for each question and estimated time allotments, based primarily on point value, are as follows:
Point
Value
No.
No.
No.
No.
No.

1
2
3
4
5

.................................................. ..
.....................................................
.....................................................
......................... ...........................
.....................................................

Estimated Minutes
Minimum
Maximum

..........................................
..........................................
..........................................
..........................................
..........................................

10
10
10
10
10

45
45
45
45
40

55
55
55
55
50

T o ta ls ............................................ ..........................................

50

220

270

INSTRUCTIONS TO CANDIDATES
F ailure T o F ollow T hese Instructions M ay Have An Adverse E ffect O n Y our E xamination G rade

1.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance, if
12 pages are used for your answers, the multiplechoice answer sheet is page 1 and your other pages
should be numbered 2 through 12.

2.

Computation sheets should identify the question to
which they relate, be placed immediately following
the answer to that question, and be numbered in
sequence with the other pages.

3.

For Question N um ber 4, be sure to include the
completed tear-out worksheet in the proper
sequence with other answer sheets.

4.

Answer all multiple-choice items on the printed
multiple-choice answer sheet. You should attempt to
answer all multiple-choice items. There is no penalty
for incorrect responses. Since the multiple-choice
items are computer-graded, your comments and
calculations associated with them are not considered
and should not be submitted. Be certain that you have
entered your answers on the multiple-choice answer
sheet before the examination time is up. The multiplechoice portion of your examination will not be graded
if you fail to record your answers on the multiplechoice answer sheet.

5.

answer was derived. Failure to enclose supporting
calculations may result in loss of grading points
because it may be impossible to determine how your
amounts were computed.

Support all problem-type answers with properly
labeled and legible calculations that can be identified
as sources of amounts in formal schedules, entries,
worksheets, or other answers, to show how your final

6.

A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test can
didates’ knowledge and application of the subject mat
ter, the ability to organize and present such knowledge
in acceptable written language may be considered by
the examiners.

7.

Write your 7-digit candidate number in the space pro
vided at the upper right-hand comer of this page.

8.

You must hand in your examination question booklet,
multiple-choice answer sheet, and green problem
answer worksheets. Your examination will not be
graded unless your examination question booklet,
multiple-choice answer sheet, and green problem
answer worksheets are handed in before leaving the
examination room.

9.

If you want your examination question booklet mailed
to you, write your name and address on the back
cover, and place 52 cents postage in the space pro
vided, unless otherwise instructed. Also, unless
instructed otherwise, write your name and address
in the return address space in the upper left-hand
comer on the back cover. Examination question
booklets will be distributed no sooner than the day
following the administration of this examination,
unless instructed otherwise.

Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants and adopted by the
examining boards o f all states, the District o f Columbia, Guam, Puerto Rico, and the Virgin Islands o f the United States.
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4. The following accounts were among those reported
on Luna Corp.’s balance sheet at December 31, 1990:

Instructions
Questions Num ber 1, 2, and 3 each consist of 20
multiple choice items. Select the best answer for each of
the items. Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet
to indicate your answer. M ark only one answer for each
item. Answer all items. Your grade will be based on the
total number of correct answers.

Marketable securities
(market value $140,000)
Preferred stock, $20 par value,
20,000 shares issued and outstanding
Additional paid-in capital on preferred stock
Retained earnings

400,000
30,000
900,000

On January 2 0 , 1991, Luna exchanged all of the marketable
securities for 5,000 shares of Luna’s preferred stock.
Market values at the date of the exchange were $150,000
for the marketable securities and $30 per share for the
preferred stock. The 5,000 shares of preferred stock were
retired immediately after the exchange. Which of the
following journal entries should Luna record in connection
with this transaction?

Num ber 1 (Estimated tim e ----- 45 to 55 minutes)
Select the best answer for each of the following items
relating to a variety of financial accounting problems.

1.
Abel and Carr formed a partnership and agreed to
divide initial capital equally, even though Abel contributed
$100,000 and Carr contributed $84,000 in identifiable
assets. Under the bonus approach to adjust the capital
accounts, Carr’s unidentifiable asset should be debited for
a. $46,000
b. $16,000
c. $ 8,000
d. $0

Debit
a.

2.
Dunn and Grey are partners with capital account
balances of $60,000 and $90,000, respectively. They agree
to admit Zorn as a partner with a one-third interest in capital
and profits, for an investment of $100,000, after revalu
ing the assets of Dunn and Grey. Goodwill to the original
partners should be
a. $0
b. $33,333
c. $50,000
d. $66,667

3.
The partnership agreement of Reid and Simm pro
vides that interest at 10% per year is to be credited to each
partner on the basis of weighted-average capital balances.
A summary of Simm’s capital account for the year ended
December 31, 1990, is as follows:
Balance, January 1
Additional investment, July 1
Withdrawal, August 1
Balance, December 31

$ 80,000

Preferred stock
Additional paid-in capital
on preferred stock
Retained earnings
Marketable securities
Gain on exchange of
securities

7,500
42,500
$80,000
70,000
100,000

c.

150,000

d. Preferred stock
Marketable securities
Gain on exchange of
securities

$140,000
40,000
(15,000)
165,000

$ 100,000

b. Preferred stock
Additional paid-in capital
on preferred stock
Marketable securities
Additional paid-in
capital from retirement
of preferred stock
Preferred stock
Marketable securities
Additional paid-in
capital on preferred stock

Credit

30,000
80,000

50,000
80,000
70,000
150,000
80,000
70,000

5. Ray Corp. issued bonds with a face amount of
$200,000. Each $1,000 bond contained detachable stock
warrants for 100 shares of Ray’s common stock. Total pro
ceeds from the issue amounted to $240,000. The market
value of each warrant was $2, and the market value of the
bonds without the warrants was $196,000. The bonds were
issued at a discount of
a. $0
b. $ 678
c. $ 4,000
d. $33,898

What amount of interest should be credited to Simm’s
capital account for 1990?
a. $15,250
b. $15,375
c. $16,500
d. $17,250
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6. Earl was engaged by Farm Corp. to perform con
sulting services. Earl’s compensation for these services
consisted of 1,000 shares of Farm’s $10 par value com
mon stock, to be issued to Earl on completion of Earl’s
services. On the execution date of Earl’s employment con
tract, Farm’s stock had a market value of $40 per share.
Six months later, when Earl’s services were completed and
the stock issued, the stock’s market value was $50 per share.
Farm’s management estimated that Earl’s services were
worth $100,000 in cost savings to the company. As a result
of this transaction, additional paid-in capital should increase
by
a. $100,000
b. $ 90,000
c. $ 40,000
d. $ 30,000

9.
The following information pertains to marketable
equity securities owned by Kent:

Stock
City Mfg., Inc.
Tri Corp.
Zee, Inc.

10. The estimated current values of Lane’s personal assets
at December 3 1 , 1990, totaled $1,000,000, with tax bases
aggregating $600,000. Included in these assets was a vested
interest in a deferred profit-sharing plan with a current value
of $80,000 and a tax basis of $70,000. The estimated cur
rent amounts of Lane’s personal liabilities equaled their
tax bases at December 31, 1990. Lane’s 1990 effective
income tax rate was 30%. In Lane’s personal statement
of financial condition at December 3 1 , 1990, what amount
should be provided for estimated income taxes relating to
the excess of current values over tax bases?
a. $120,000
b. $117,000
c. $ 3,000
d. $0

$25,000
26,000
24,000

The net effect of the foregoing transactions on retained
earnings during 1990 should be a reduction of
a. $20,000
b. $24,000
c. $25,000
d. $26,000
8. Moran is preparing a personal statement of financial
condition as of April 3 0 , 1991. Included in Moran’s assets
are the following:
•

•

Cost in
1988
$89,900
3,600
15,000

The Zee stock was sold in January 1990 for $10,200. In
Kent’s personal statement of financial condition at
December 3 1 , 1990, what amount should be reported for
marketable equity securities?
a. $93,300
b. $93,500
c. $94,100
d. $98,900

7. In 1989, Elm Corp. bought 10,000 shares of Oil Corp.
at a cost of $20,000. On January 15, 1990, Elm declared
a property dividend of the Oil stock to shareholders of record
on February 1 , 1990, payable on February 15, 1990. During
1990, the Oil stock had the following market values:
January 15
February 1
February 15

Fair value at
December 31,
1990
1989
$95,500
$93,000
3,400
5,600
10,300

11. The following information pertains to revenue earned
by Timm C o.’s industry segments for the year ended
December 31, 1990:

50% of the voting stock of Crow Corp. A stockholders’
agreement restricts the sale of the stock and, under
certain circumstances, requires Crow to repurchase
the stock based on carrying amounts of net assets plus
an agreed amount for goodwill. At April 30, 1991,
the buyout value of this stock is $337,500. Moran’s
tax basis for the stock is $215,000.

Segment
Alo
Bix
Cee
Dil
Combined
Elimination
Consolidated

Jewelry with a fair value aggregating $35,000 based
on an independent appraisal on April 30, 1991, for
insurance purposes. This jewelry was acquired by pur
chase and gift over a 10-year period and has a total
tax basis of $20,000.

At what total amount should the Crow stock and jewelry
be reported in Moran’s April 3 0 , 1991, personal statement
of financial condition?
a. $372,500
b. $357,500
c. $250,000
d. $235,000

Sales to
unaffiliated
customers
$ 5,000
8,000
4,000
43,000
60,000
—

$60,000

Intersegment
sales
$ 3,000
4,000
—

16,000
23,000
(23,000)
—

Total
revenue
$ 8,000
12,000
4,000
59,000
83,000
(23,000)
$60,000

In conformity with the revenue test, Timm’s reportable
segments were
a. Only Dil.
b. Only Bix and Dil.
c. Only Alo, Bix, and Dil.
d. Alo, Bix, Cee, and Dil.
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16. Graf Corp. discloses supplemental industry segment
information. The following information is available for
1990:
Traceable
operating expenses
Sales
Segment
$ 600,000
$1,000,000
X
500,000
800,000
Y
350,000
600,000
Z
$1,450,000
$2,400,000

12. The following stock dividends were declared and
distributed by Sol Corp.:
Percentage o f common
shares outstanding at
declaration date
10
28

—

Par value
$10,000
30,800

What aggregate amount should be debited to retained earn
ings for these stock dividends?
a. $40,800
b. $45,800
c. $50,000
d. $55,000

Additional 1990 expenses, not included above, are as
follows:
Indirect operating expenses
General corporate expenses

$360,000
240,000

Appropriate common expenses are allocated to segments
based on the ratio of a segment’s sales to total sales. Seg
ment Z ’s 1990 operating profit was
a. $100,000
b. $130,000
c. $160,000
d. $250,000

13. On August 31, 1990, Wood Corp. issued 100,000
shares of its $20 par value common stock for the net assets
of Pine, Inc., in a business combination accounted for by
the purchase method. The market value of Wood’s com
mon stock on August 31 was $36 per share. Wood paid
a fee of $160,000 to the consultant who arranged this
acquisition. Costs of registering and issuing the equity
securities amounted to $80,000. No goodwill was involved
in the purchase. What amount should Wood capitalize as
the cost of acquiring Pine’s net assets?
a. $3,600,000
b. $3,680,000
c. $3,760,000
d. $3,840,000

17. The following information pertains to the 1990 activity
of Ral Corp.’s defined benefit pension plan:
Service cost
$300,000
Return on plan assets
80,000
Interest cost on pension benefit obligation
164,000
Amortization of actuarial loss
30,000
Amortization of unrecognized net obligation
70,000

14. Seco Corp. was forced into bankruptcy and is in the
process of liquidating assets and paying claims. Unsecured
claims will be paid at the rate of forty cents on the dollar.
Hale holds a $30,000 noninterest-bearing note receivable
from Seco collateralized by an asset with a book value of
$35,000 and a liquidation value of $5,000. The amount
to be realized by Hale on this note is
a. $ 5,000
b. $12,000
c. $15,000
d. $17,000

Ral’s 1990 pension cost was
a. $316,000
b. $484,000
c. $574,000
d. $644,000
18. The following information was extracted from Gil
C o.’s December 31, 1990, balance sheet:

15. On November 1, 1990, Beni Corp. was awarded a
judgment of $1,500,000 in connection with a lawsuit. The
decision is being appealed by the defendant, and it is
expected that the appeal process will be completed by the
end of 1991. Beni’s attorney feels that it is highly probable
that an award will be upheld on appeal, but that the judg
ment may be reduced by an estimated 40%. In addition
to footnote disclosure, what amount should be reported
as a receivable in Beni’s balance sheet at December 31,
1990?
a. $1,500,000
b. $ 900,000
c. $ 600,000
d. $0

Noncurrent assets:
Lo ng-term investments in marketable
equity securities (carried at lower of
cost or market)

$96,450

Stockholders’ equity:
Net unrealized loss on long-term
investments in marketable equity
securities

(19,800)

Historical cost of the long-term investments in marketable
equity securities was
a. $ 63,595
b. $ 76,650
c. $ 96,450
d. $116,250
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23. In a “ like-kind’’ exchange of an investment asset for
a similar asset that will also be held as an investment, no
taxable gain or loss will be recognized on the transaction
if both assets consist of
a. Convertible debentures.
b. Convertible preferred stock.
c. Partnership interests.
d. Rental real estate located in different states.

Items 19 and 20 are based on the following:
Nolan owns 100% of the capital stock of both Twill Corp.
and Webb Corp. Twill purchases merchandise inventory
from Webb at 140% of Webb’s cost. During 1990, mer
chandise that cost Webb $40,000 was sold to Twill. Twill
sold all of this merchandise to unrelated customers for
$81,200 during 1990. In preparing combined financial
statements for 1990, Nolan’s bookkeeper disregarded the
common ownership of Twill and Webb.

24. Lee, an attorney, uses the cash receipts and
disbursements method of reporting. In 1990, a client gave
Lee 500 shares of a listed corporation’s stock in full satisfac
tion of a $10,000 legal fee the client owed to Lee. This stock
had a fair market value of $8,000 on the date it was given
to Lee. The client’s basis for this stock was $6,000. Lee
sold the stock for cash in January 1991. In Lee’s 1990
income tax return, what amount of income should be
reported in connection with the receipt of the stock?
a. $10,000
b. $ 8,000
c. $ 6,000
d. $0

19. By what amount was unadjusted revenue overstated
in the combined income statement for 1990?
a. $16,000
b. $40,000
c. $56,000
d. $81,200
20. What amount should be eliminated from cost of goods
sold in the combined income statement for 1990?
a. $56,000
b. $40,000
c. $24,000
d. $16,000

25. In 1987, Ross was granted an incentive stock option
(ISO) by her employer as part of an executive compensa
tion package. Ross exercised the ISO in 1988 and sold the
stock in 1990 at a gain. Ross was subject to regular tax for
the year in which the
a. ISO was granted.
b. ISO was exercised.
c. Stock was sold.
d . Employer claimed a compensation deduction for
the ISO.

Number 2 (Estimated tim e----- 45 to 55 minutes)
Select the best answer for each of the following items
relating to the federal taxation of individuals, estates, and
trusts. The answers should be based on the Internal
Revenue Code and Tax Regulations in effect for the tax
period specified in the item. If no tax period is specified,
use the current Internal Revenue Code and Tax
Regulations.
21. For a cash basis taxpayer, gain or loss on a year-end
sale of listed stock arises on the
a. Trade date.
b. Settlement date.
c. Date of receipt of cash proceeds.
d. Date of delivery of stock certificate.

26. Dale received $1,000 in 1990 for jury duty. In
exchange for regular compensation from her employer
during the period of jury service, Dale was required to remit
the entire $1,000 to her employer in 1990. In Dale’s 1990
income tax return, the $1,000 jury duty fee should be
a. Claimed in full as an itemized deduction.
b. Claimed as an itemized deduction to the extent
exceeding 2% of adjusted gross income.
c. Deducted from gross income in arriving at
adjusted gross income.
d . Included in taxable income without a correspond
ing offset against other income.

22. Cobb, an unmarried individual, had an adjusted gross
income of $200,000 in 1990 before any IRA deduction, tax
able social security benefits, or passive activity losses. Cobb
incurred a loss of $30,000 in 1990 from rental real estate
in which he actively participated. What amount of loss
attributable to this rental real estate can be used in 1990 as
an offset against income from nonpassive sources?
a. $0
b. $12,500
c. $25,000
d. $30,000

27 . For regular tax purposes, with regard to the itemized
deduction for qualified residence interest, home equity in
debtedness incurred in 1991
a. Includes acquisition indebtedness secured by a
qualified residence.
b. May exceed the fair market value of the
residence.
c. Must exceed the taxpayer’s net equity in the
residence.
d. Is limited to $100,000 on a joint income tax
return.
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32. Which one of the following types of itemized deduc
tions is included in the category of unreimbursed expenses
deductible only if the aggregate of such expenses exceeds
2% of the taxpayer’s adjusted gross income?
a. Interest expense.
b. Medical expenses.
c. Employee moving expenses.
d. Tax return preparation fees.

28. Clark bought Series EE U.S. Savings Bonds after
1989. Redemption proceeds will be used for payment of
college tuition for Clark’s dependent child. One of the con
ditions that must be met for tax exemption of accumulated
interest on these bonds is that the
a. Purchaser of the bonds must be the sole owner
of the bonds (or joint owner with his or her
spouse).
b. Bonds must be bought by a parent (or both
parents) and put in the name of the dependent
child.
c . Bonds must be bought by the owner of the bonds
before the owner reaches the age of 24.
d. Bonds must be transferred to the college for
redemption by the college rather than by the
owner of the bonds.

33. An employee who has had social security tax withheld
in an amount greater than the maximum for a particular
year, may claim
a. Such excess as either a credit or an itemized
deduction, at the election of the employee, if that
excess resulted from correct withholding by two
or more employers.
b. Reimbursement of such excess from his
employers, if that excess resulted from correct
withholding by two or more employers.
c . The excess as a credit against income tax, if that
excess resulted from correct withholding by two
or more employers.
d . The excess as a credit against income tax, if that
excess was withheld by one employer.

29. An individual’s losses on transactions entered into for
personal purposes are deductible only if
a. The losses qualify as casualty or theft losses.
b . The losses can be characterize as hobby losses.
c. The losses do not exceed $3,000 ($6,000 on a
joint return).
d. No part of the transactions was entered into for
profit.
30. Ruth and Mark Cline are married and will file a joint
1991 income tax return. Among their expenditures during
1991 were the following discretionary costs that they
incurred for the sole purpose of improving their physical
appearance and self-esteem:
Face lift for Ruth, performed by a
licensed surgeon
Hair transplant for Mark, performed
by a licensed surgeon

—

34.

$5,000
3,600

Disregarding the adjusted gross income percentage
threshold, what total amount of the aforementioned doc
tors’ bills may be claimed by the Clines in their 1991 return
as qualifying medical expenses?
a. $0
b. $3,600
c. $5,000
d. $8,600

A husband and wife can file a joint return even if
a. The spouses have different tax years, provided
that both spouses are alive at the end of the year.
b . The spouses have different accounting methods.
c . Either spouse was a nonresident alien at any time
during the tax year, provided that at least one
spouse makes the proper election.
d. They were divorced before the end of the tax
year.

35. Fred and Amy Kehl, both U.S. citizens, are married.
All of their real and personal property is owned by them
as tenants by the entirety or as joint tenants with right of
survivorship. The gross estate of the first spouse to die
a . Includes 50 % of the value of all property owned
by the couple, regardless of which spouse
furnished the original consideration.
b . Includes only the property that had been acquired
with the funds of the deceased spouse.
c. Is governed by the federal statutory provisions
relating to jointly held property, rather than by
the decedent’s interest in community property
vested by state law, if the Kehls reside in a com
munity property state.
d. Includes one-third of the value of all real estate
owned by the Kehls, as the dower right in the case
of the wife or curtesy right in the case of the
husband.

31. During 1990, Scott charged $4,000 on his credit card
for his dependent son’s medical expenses. Payment to the
credit card company had not been made by the time Scott
filed his income tax return in 1991. However, in 1990, Scott
paid a physician $2,800 for the medical expenses of his wife,
who died in 1989. Disregarding the adjusted gross income
percentage threshold, what amount could Scott claim in his
1990 income tax return for medical expenses?
a. $0
b. $2,800
c. $4,000
d. $6,800
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36. In connection with a “ buy-sell” agreement funded
by a cross-purchase insurance arrangement, business
associate Adam bought a policy on Burr’s life to finance
the purchase of Burr’s interest. Adam, the beneficiary, paid
the premiums and retained all incidents of ownership. On
the death of Burr, the insurance proceeds will be
a. Includible in Burr’s gross estate, if Burr owns
50% or more of the stock of the corporation.
b . Includible in Burr’s gross estate only if Burr had
purchased a similar policy on Adam’s life at the
same time and for the same purpose.
c . Includible in Burr’s gross estate, if Adam has the
right to veto Burr’s power to borrow on the policy
that Burr owns on Adam’s life.
d. Excludible from Burr’s gross estate.

N um ber 3 (Estimated tim e ----- 45 to 55 minutes)
Select the best answer for each of the following items
relating to the federal taxation of corporations, partner
ships, and exempt organizations. The answers should
be based on the Internal Revenue Code and Tax Regula
tions in effect for the tax period specified in the item.
If no tax period is specified, use the current Internal
Revenue Code and Tax Regulations.
41. Salud Welfare Associates is an exempt organization
that operates under a corporate charter granted by the state
in which Salud’s principal office is located. Salud’s tax on
unrelated business taxable income is
a. Abated.
b. Credited against the tax on recognized capital
gains.
c. Computed at rates applicable to trusts.
d. Computed at corporate income tax rates.

37. An executor of a decedent’s estate that has only U .S.
citizens as beneficiaries is required to file a fiduciary income
tax return, if the estate’s gross income for the year is at least
a. $ 400
b. $ 500
c. $ 600
d. $1,000

42.

38. The charitable contribution deduction on an estate’s
fiduciary income tax return is allowable
a. If the decedent died intestate.
b . To the extent of the same adjusted gross income
limitation as that on an individual income tax
return.
c . Only if the decedent’s will specifically provides
for the contribution.
d. Subject to the 2% threshold on miscellaneous
itemized deductions.

The accumulated earnings tax can be imposed
a. Regardless of the number of stockholders of a
corporation.
b. On personal holding companies.
c . On companies that make distributions in excess
of accumulated earnings.
d. On both partnerships and corporations.

43. Pursuant to a plan of corporate reorganization adopted
in July 1990, Gow exchanged 500 shares of Lad Corp. com
mon stock that he had bought in January 1990 at a cost of
$5,000 for 100 shares of Rook Corp. common stock hav
ing a fair market value of $6,000. Gow’s recognized gain
on this exchange was
a . $1,000 long-term capital gain.
b . $1,000 short-term capital gain.
c. $1,000 ordinary income.
d. $0.

39. Raff died in 1989 leaving her entire estate to her only
child. Raffs will gave full discretion to the estate’s executor
with regard to distributions of income. For 1990, the estate’s
distributable net income was $15,000, of which $9,000 was
paid to the beneficiary. None of the income was tax exempt.
What amount can be claimed on the estate’s 1990 fiduciary
income tax return for the distributions deduction?
a. $0
b. $ 6,000
c. $ 9,000
d. $15,000

44. The rule limiting the allowability of passive activity
losses and credits applies to
a. Partnerships.
b. S corporations.
c. Personal service corporations.
d. Widely-held C corporations.
45. Nyle Corp. owned 100 shares of Beta Corp. stock that
it bought in 1980 for $9 per share. In 1990, when the fair
market value of the Beta stock was $20 per share, Nyle
distributed this stock to a noncorporate shareholder. Nyle’s
recognized gain on this distribution was
a. $2,000
b. $1,100
c. $ 900
d. $0

40. On July 1, 1989, Vega made a transfer by gift in an
amount sufficient to require the filing of a gift tax return.
Vega was still alive in 1990. If Vega did not request an
extension of time for filing the 1989 gift tax return, the due
date for filing was
a. March 15, 1990.
b. April 15, 1990.
c. June 15, 1990.
d. June 30, 1990.
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46.

A corporation’s capital losses are
a . Deductible only to the extent of the corporation’s
capital gains.
b. Deductible from the corporation’s ordinary
income to the extent of $3,000.
c. Carried back three years and forward 15 years.
d . Forfeited if the corporation had no capital gains
in the year in which the capital losses were
incurred.

47.

The corporate dividends-received deduction
a. Must exceed the applicable percentage of the
recipient shareholder’s taxable income.
b. Is affected by a requirement that the investor cor
poration must own the investee’s stock for a
specified minimum holding period.
c. Is unaffected by the percentage of the investee’s
stock owned by the investor corporation.
d. May be claimed by S corporations.

52. With regard to depreciation computations made under
the general MACRS method, the half-year convention pro
vides that
a. One-half of the first year’s depreciation is allowed
in the year in which the property is placed in ser
vice, regardless of when the property is placed
in service during the year, and a half-year’s
depreciation is allowed for the year in which the
property is disposed of.
b. The deduction will be based on the number of
months the property was in service, so that onehalf month’s depreciation is allowed for the
month in which the property is placed in service
and for the month in which it is disposed of.
c . Depreciation will be allowed in the first year of
acquisition of the property only if the property
is placed in service no later than June 30 for
calendar-year corporations.
d. Depreciation will be allowed in the last year of
the property’s economic life only if the property
is disposed of after June 30 of the year of disposi
tion for calendar-year corporations.

48. During 1990, Nale Corp. received dividends of
$1,000 from a 10%-owned taxable domestic corporation.
When Nale computes the maximum allowable deduction
for contributions in its 1990 return, the amount of dividends
to be included in the computation of taxable income is
a. $0
b. $ 200
c. $ 300
d. $1,000
49.

53. When a consolidated return is filed by an affiliated
group of includible corporations connected from inception
through the requisite stock ownership with a common
parent,
a. Intercompany dividends are excludible to the
extent of 80%.
b . Operating losses of one member of the group off
set operating profits of other members of the
group.
c . The parent’s basis in the stock of its subsidiaries
is unaffected by the earnings and profits of its
subsidiaries.
d. Each of the subsidiaries is entitled to an
accumulated earnings tax credit.

Foreign income taxes paid by a corporation
a. May be claimed either as a deduction or as a
credit, at the option of the corporation.
b. May be claimed only as a deduction.
c. May be claimed only as a credit.
d . Do not qualify either as a deduction or as a credit.

50. Under the modified accelerated cost recovery system
(MACRS) of depreciation for property placed in service
after 1986,
a. Used tangible depreciable property is excluded
from the computation.
b. Salvage value is ignored for purposes of com
puting the MACRS deduction.
c. No type of straight-line depreciation is allowable.
d. The recovery period for depreciable realty must
be at least 27.5 years.

54. The following information pertains to Hull, Inc., a
personal holding com pany, for the year ended
December 31, 1990:
Undistributed personal holding company
income
Dividends paid during 1990
Consent dividends reported in the 1990
individual income tax returns of the
holders of Hull’s common stock, but
not paid by Hull to its stockholders

51. The minimum total voting power that a parent cor
poration must have in a subsidiary’s stock in order to be
eligible for the filing of a consolidated return is
a. 20%
b. 50%
c. 51%
d. 80%

$ 100,000
20,000

10,000

In computing its 1990 personal holding company tax, what
amount should Hull deduct for dividends paid?
a. $0
b. $10,000
c. $20,000
d. $30,000
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55. Rona Corp.’s 1990 alternative minimum taxable
income was $200,000. The exempt portion of Rona’s 1990
alternative minimum taxable income was
a. $0
b. $12,500
c. $27,500
d. $52,500

60. Beck and Nilo are equal partners in B&N Associates,
a general partnership. B&N borrowed $10,000 from a bank
on an unsecured note, thereby increasing each partner’s
share of partnership liabilities. As a result of this loan, the
basis of each partner’s interest in B&N was
a. Increased.
b. Decreased.
c. Unaffected.
d. Dependent on each partner’s ability to meet the
obligation if called upon to do so.

56. Bern Corp., an S corporation, had an ordinary loss
of $36,500 for the year ended December 31, 1990. At
January 1 , 1990, Meyer owned 50% of Bern’s stock. Meyer
held the stock for 40 days in 1990 before selling the entire
50% interest to an unrelated third party. Meyer’s basis for
the stock was $10,000. Meyer was a full-time employee
of Bern until the stock was sold. Meyer’s share of Bern’s
1990 loss was
a. $0
b. $ 2,000
c. $10,000
d. $18,250
57. After a corporation’s status as an S corporation is
revoked or terminated, how many years is the corporation
required to wait before making a new S election, in the
absence of IRS consent to an earlier election?
a.
1
b. 3
c. 5
d. 10
58. Eng contributed the following assets to a partnership
in exchange for a 50% interest in the partnership’s capital
and profits:
Cash
Equipment:
Fair market value
Carrying amount (adjusted basis)

Question Num ber 4 Begins on Page 25

$50,000
35,000
25,000

The basis for Eng’s interest in the partnership is
a. $37,500
b. $42,500
c. $75,000
d. $85,000
59. Under the Internal Revenue Code sections pertain
ing to partnerships, guaranteed payments are payments to
partners for
a . Payments of principal on secured notes honored
at maturity.
b . Timely payments of periodic interest on bona fide
loans that are not treated as partners’ capital.
c. Services or the use of capital without regard to
partnership income.
d. Sales of partners’ assets to the partnership at
guaranteed amounts regardless of market values.
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Accounting Practice — Part II
Number 4 (Estimated tim e----- 45 to 55 minutes)
Albury City was incorporated as a municipality and began operations on January 1 , 1990. The budget approved by the City
Council was recorded, but the cash basis was used in Albury’s books for all 1990 transactions. Albury has decided to use en
cumbrance accounting. Albury’s cash basis general fund trial balance at December 3 1 , 1990, is presented below and in the tearout worksheet on page 11.
Debits
Cash
Expenditures
Estimated revenues
Total

$477,800
145,000
228,200
$851,000

Credits
Appropriations
Revenues
Bonds payable
Premium on bonds payable
Fund balance
Total

$204,000
216,800
400,000
6,000
24,200
$851,000

Additional information:
Budgeted

Actual

Revenues
Property taxes
Licenses
Fines
Totals

$205,200
14,800
8,200
$228,200

$192,000
15,800
9,000
$216,800

Appropriations
Services
Supplies
Equipment
Totals

$ 90,000
38,000
76,000
$204,000

$ 77,000
22,000
46,000
$145,000

It was estimated that 5 % of the property taxes would not be collected. Accordingly, property taxes were levied to yield the budgeted
amount of $205,200. Taxes of $192,000 had been collected by December 3 1 , 1990, and it was expected that all remaining col
lectible taxes would be received by February 28, 1991.
Supplies of $8,000 and equipment of $20,000 were received, but the vouchers were unpaid at December 31, 1990. Purchase
orders were still outstanding for supplies and equipment not yet received, in the amounts of $2,400 and $7,600, respectively.
It was decided to record the $3,400 physical inventory of supplies on hand at December 31, 1990. In conformity with a city
ordinance, expenditures are based on purchases rather than usage.
On November 1 , 1990, Albury issued 4% general obligation term bonds of $400,000 at 101 ½ . Interest is payable each May 1
and November 1 until the maturity date of November 1, 2009. Cash from the bond premium is to be set aside and restricted
for eventual retirement of bond principal. The bonds were issued to finance the construction of a firehouse, but no contracts
had been executed by December 31, 1990.
Required:
Detach the tear-out worksheet on page 11, and complete this worksheet showing adjustments and distributions to the proper
funds or account groups, before closing entries, in conformity with generally accepted accounting principles applicable to govern
mental entities. Formal adjusting entries are not required.
Turn in the tear-out worksheet in the proper sequence with other answer sheets.
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Number 4 (Tear-out Worksheet)
May 1991

Candidate’s No.
State__________
Question No. 4 Page
Albury City
WORKSHEET TO CORRECT TRIAL BALANCE
December 31, 1990

Trial
balance

Adjustments
Debit
Credit

Debits:
Cash

$477,800

Expenditures

145,000

Estimated revenues

228,200

Totals

$851,000

Credits:
Appropriations

$204,000

Revenues and other
financing sources

216,800

Bonds payable

400,000

Premium on bonds
payable
Fund balance

Totals

6,000
24,200

$851,000

DETACH, COMPLETE, AND TURN IN THIS
TEAR-OUT WORKSHEET IN THE PROPER
SEQUENCE WITH OTHER ANSWER SHEETS.
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General
f und

Debt
service
f und

Capital
projects
f und

Account groups
General General
f ixed
long-term
assets
debt

Accounting Practice — Part II
Required:
a. Compute the relevant annual after-tax cash flows
related to the CAD/CAM project.
b. Based on the computation in a. above, compute
the following on an after-tax basis:
1. Payback period for recovery of investment.
2. Internal rate of return (use the appropriate
table from page 14 or 15).
3. Net present value (use the appropriate table
from page 14 or 15).
4. Excess present value index (profitability
index).

Number 5 (Estimated tim e----- 40 to 50 minutes)
Spara Corp. is considering the various benefits that may
result from the shortening of its product cycle by chang
ing from the company’s present manual system to a
computer-aided design/computer-aided manufacturing
(CAD/CAM) system. The proposed system can provide
productive time equivalency close to the 20,000 hours cur
rently available with the manual system. The incremental
annual out-of-pocket costs of maintaining the manual system
are $20 per hour.
The incremental annual out-of-pocket costs of main
taining the CAD/CAM system are estimated to be
$200,000, with an initial investment of $480,000 in the pro
posed system. The estimated useful life of this system is
six years. For tax purposes, assume a level accelerated cost
recovery with a full year allowable in each year. The tax
rate is expected to remain constant at 30% over the life of
the project. Spara requires a minimum after-tax return of
20% on projects of this type. Full capacity will be utilized.

TABLE 1
C o m p o u n d A m o u n t o f $ 1 . 0 0 (T h e F u tu r e V a lu e o f $ 1 .0 0 )
S = P(1 +

r)n.

In th is ta b le P = $ 1 .0 0 .

PERIODS

4%

6%

8%

10 %

12 %

14 %

16 %

18 %

20 %

22 %

24 %

26 %

1
2
3
4
5
6

1.040
1.082
1.125
1.170
1.217
1.265

1.060
1.124
1.191
1.262
1.338
1.419

1.080
1.166
1.260
1.360
1.469
1.587

1.100
1.210
1.331
1.464
1.611
1.772

1.120
1.254
1.405
1.574
1.762
1.974

1.140
1.300
1.482
1.689
1.925
2.195

1.160
1.346
1.561
1.811
2.100
2.436

1.180
1.392
1.643
1.939
2.288
2.700

1.200
1.440
1.728
2.074
2.488
2.986

1.220
1.488
1.816
2.215
2.703
3.297

1.240
1.538
1.907
2.364
2.932
3.635

1.260
1.588
2.000
2.520
3.176
4.002

TABLE 2
P r e s e n t V a lu e o f $ 1 .0 0 .
S

P =

(1 +

r)n

In th is ta b le S = $ 1 .0 0 .

PERIODS

4%

6%

8%

10 %

12 %

14%

16 %

18 %

20 %

22 %

24 %

26 %

1
2
3
4
5
6

0.962
0.925
0.889
0.855
0.822
0.790

0.943
0.890
0.840
0.792
0.747
0.705

0.926
0.857
0.794
0.735
0.681
0.630

0.909
0.826
0.751
0.683
0.621
0.564

0.893
0.797
0.712
0.636
0.567
0.507

0.877
0.769
0.675
0.592
0.519
0.456

0.862
0.743
0.641
0.552
0.476
0.410

0.847
0.718
0.609
0.516
0.437
0.370

0.833
0.694
0.579
0.482
0.402
0.335

0.820
0.672
0.551
0.451
0.370
0.303

0.806
0.650
0.524
0.423
0.341
0.275

0.794
0.630
0.500
0.397
0.315
0.250
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TABLE 3
C o m p o u n d A m o u n t o f A n n u ity o f $ 1 . 0 0 In A r r e a r s * (F u tu r e V a lu e o f A n n u ity )
(1 + r)n - 1

r
PERIODS

4%

6%

8%

10%

12%

14%

16%

1

1.000

1.000

1.000

1.000

1.000

1.000

1.000

1.000

1.000

1.000

1.000

1.000

2

2.040

2.060

2.080

2.100

2.120

2.140

2.160

2.180

2.200

2.220

2.240

2.260

3

3.122

3.184

3.246

3.310

3.374

3.440

3.506

3.572

3.640

3.708

3.778

3.848

4

4.246

4.375

4.506

4.641

4.779

4.921

5.066

5.215

5.368

5.524

5.684

5.848

5

5.416

5.637

5.867

6.105

6.353

6.610

6.877

7.154

7.442

7.740

8.048

8.368

6

6.633

6.975

7.336

7.716

8.115

8.536

8.977

9.442

9.930

10.442

10.980

11.544

18%

20 %

22 %

24 %

26 %

TABLE 4
P r e s e n t V a lu e o f A n n u ity o f $ 1 . 0 0 in A r r e a r s *

Pn

=

r

1

* P a y m e n ts (o r r e c e ip ts ) a t t h e e n d o f e a c h p e rio d .

1
(1 +

r)n

PERIODS

4%

6%

8%

10%

12%

14%

16%

18%

20 %

22 %

24 %

26 %

1

0.962

0.943

0.926

0.909

0.893

0.877

0.862

0.847

0.833

0.820

0.806

0.794

2

1.886

1.833

1.783

1.736

1.690

1.647

1.605

1.566

1.528

1.492

1.457

1.424

3

2.775

2.673

2.577

2.487

2.402

2.322

2.246

2.174

2.106

2.042

1.981

1.923

4

3.630

3.465

3.312

3.170

3.037

2.914

2.798

2.690

2.589

2.494

2.404

2.320

5

4.452

4.212

3.993

3.791

3.605

3.433

3.274

3.127

2.991

2.864

2.745

2.635

6

5.242

4.917

4.623

4.355

4.111

3.889

3.685

3.498

3.326

3.167

3.020

2.885
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WRITE YOUR 7-DIGIT CANDIDATE
NUMBER HERE. ONE DIGIT PER BOX.

EXAMINATION IN AUDITING
May 9, 1991; 8:30 A.M. to 12:00 M.

The point values for each question and estimated time allotments, based primarily on point value, are as follows:
Point
Value
No.
No.
No.
No.
No.

1
2
3
4
5

........
........
........
........
........

Totals .

Estimated Minutes
Maximum
Minimum

60
10
10
10
10

90
15
15
15
15

no

100

150

210

25
25
25
25

INSTRUCTIONS TO CANDIDATES
Failure To F ollow These Instructions M ay Have An A dverse E ffect O n Y our E xamination Grade

1.

2.

3.

candidates’ knowledge and application of the subject
matter, the ability to organize and present such
knowledge in acceptable written language may be
considered by the examiners.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance, if
12 pages are used for your answers, the multiplechoice answer sheet is page 1 and your other pages
should be numbered 2 through 12.
Answer all multiple-choice items on the printed
multiple-choice answer sheet. You should attempt to
answer all multiple-choice items. There is no penalty
for incorrect responses. Since the multiple-choice
items are computer-graded, your comments and
calculations associated with them are not considered
and should not be submitted. Be certain that you have
entered your answers on the multiple-choice answer
sheet before the examination time is up. The multiplechoice portion of your examination will not be graded
if you fail to record your answers on the multiplechoice answer sheet.
A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test

4.

Write your 7-digit candidate number in the space pro
vided at the upper right-hand comer of this page.

5.

You must hand in your examination question booklet,
multiple-choice answer sheet, and green essay answer
worksheets. Your examination will not be graded
unless your examination question booklet, multiplechoice answer sheet, and green essay answer work
sheets are handed in before leaving the examination
room.

6.

If you want your examination question booklet mailed
to you, write your name and address on the back
cover, and place 52 cents postage in the space pro
vided, unless otherwise instructed. Also, unless
instructed otherwise, write your name and address
in the return address space in the upper left-hand
comer on the back cover. Examination question
booklets will be distributed no sooner than the day
following the administration of this examination,
unless instructed otherwise.

Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants and adopted by the
examining boards o f all states, the District o f Columbia, Guam, Puerto Rico, and the Virgin Islands o f the United States.
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Num ber 1 (Estimated tim e ----- 90 to 110 minutes)

3. An auditor’s purpose in reviewing the renewal of a
note payable shortly after the balance sheet date most likely
is to obtain evidence concerning management’s assertions
about
a. Existence or occurrence.
b. Presentation and disclosure.
c. Completeness.
d. Valuation or allocation.

Instructions
Select the best answer for each of the following items.
Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet to
indicate your answer. M ark only one answer for each
item. Answer all items. Your grade will be based on the
total number of correct answers.
The following is an example of the manner in which
the answer sheet should be marked:

4. A basic premise underlying the application of
analytical procedures is that
a. The study of financial ratios is an acceptable alter
native to the investigation of unusual fluctuations.
b . Statistical tests of financial information may lead
to the discovery of material errors in the finan
cial statements.
c. Plausible relationships among data may
reasonably be expected to exist and continue in
the absence of known conditions to the contrary.
d. These procedures cannot replace tests of
balances and transactions.

Item
96. One of the generally accepted auditing standards
specifies that the auditor should
a. Inspect all property and equipment acquired
during the year.
b. Charge fair fees based on cost.
c. Exercise due professional care in the perfor
mance of the audit.
d. Count client petty cash funds.
Answer Sheet

96.

5.
Which of the following comparisons would be most
useful to an auditor in evaluating the results of an entity’s
operations?
a. Prior year accounts payable to current year
accounts payable.
b. Prior year payroll expense to budgeted current
year payroll expense.
c. Current year revenue to budgeted current year
revenue.
d. Current year warranty expense to current year
contingent liabilities.

1. Which of the following statements concerning eviden
tial matter is correct?
a. Competent evidence supporting management’s
assertions should be convincing rather than
merely persuasive.
b . An effective internal control structure contributes
little to the reliability of the evidence created
within the entity.
c . The cost of obtaining evidence is not an impor
tant consideration to an auditor in deciding what
evidence should be obtained.
d . A client’s accounting data cannot be considered
sufficient audit evidence to support the financial
statements.

6.
To which of the following matters would an auditor
not apply materiality limits when obtaining specific written
client representations?
a. D isclosure of com pensating balance
arrangements involving restrictions on cash
balances.
b . Information concerning related party transactions
and related amounts receivable or payable.
c. The absence of errors and unrecorded trans
actions in the financial statements.
d. Irregularities involving employees with signifi
cant roles in the internal control structure.

2. An auditor’s purpose in reviewing credit ratings of
customers with delinquent accounts receivable most likely
is to obtain evidence concerning management’s assertions
about
a. Presentation and disclosure.
b. Existence or occurrence.
c. Rights and obligations.
d . Valuation or allocation.
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11. A client maintains perpetual inventory records in both
quantities and dollars. If the assessed level of control risk
is high, an auditor would probably
a. Insist that the client perform physical counts of
inventory items several times during the year.
b. Apply gross profit tests to ascertain the
reasonableness of the physical counts.
c. Increase the extent of tests of controls of the
inventory cycle.
d . Request the client to schedule the physical inven
tory count at the end of the year.

7.
Which of the following statements concerning the
auditor’s use of the work of a specialist is correct?
a. If the auditor believes that the determinations
made by the specialist are unreasonable, only a
qualified opinion may be issued.
b . If the specialist is related to the client, the auditor
is still permitted to use the specialist’s findings
as corroborative evidence.
c. The specialist need not have an understanding
of the auditor’s corroborative use of the
specialist’s findings.
d . The specialist may be identified in the auditor’s
report when the auditor issues an unqualified
opinion.

12. An auditor ordinarily uses a working trial balance
resembling the financial statements without footnotes, but
containing columns for
a. Reclassifications and adjustments.
b. Reconciliations and tickmarks.
c. Accruals and deferrals.
d. Expense and revenue summaries.

8.
An auditor’s program to examine long-term debt most
likely would include steps that require
a. Comparing the carrying amount o f the debt to its
year-end market value.
b. Correlating interest expense recorded for the
period with outstanding debt.
c. Verifying the existence of the holders of the debt
by direct confirmation.
d . Inspecting the accounts payable subsidiary ledger
for unrecorded long-term debt.

13. The current file of an auditor’s working papers most
likely would include a copy of the
a. Bank reconciliation.
b. Pension plan contract.
c. Articles of incorporation.
d. Flowchart of the internal control procedures.

9.
The negative request form of accounts receivable
confirmation is useful particularly when the

a.
b.
c.
d.

Assessed level
o f control
risk relating to
receivables is
Low
Low
High
High

Number o f
small
balances is
Many
Few
Few
Many

14. An auditor would least likely use computer software
to
a. Access client data files.
b. Prepare spreadsheets.
c. Assess EDP control risk.
d. Construct parallel simulations.

Consideration
by the
recipient is
Likely
Unlikely
Likely
Likely

15. An auditor using audit software probably would be
least interested in which of the following fields in a com
puterized perpetual inventory file?
a. Economic order quantity.
b. Warehouse location.
c. Date of last purchase.
d. Quantity sold.

10. Which of the following audit procedures is best for
identifying unrecorded trade accounts payable?
a. Examining unusual relationships between
monthly accounts payable balances and recorded
cash payments.
b. Reconciling vendors’ statements to the file of
receiving reports to identify items received just
prior to the balance sheet date.
c. Reviewing cash disbursements recorded subse
quent to the balance sheet date to determine
whether the related payables apply to the prior
period.
d. Investigating payables recorded just prior to and
just subsequent to the balance sheet date to deter
mine whether they are supported by receiving
reports.

16. An auditor would most likely be concerned with which
of the following controls in a distributed data processing
system?
a. Hardware controls.
b. Systems documentation controls.
c. Access controls.
d. Disaster recovery controls.
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17. Which of the following statements is correct concern
ing probability proportional to size (PPS) sampling, also
known as dollar unit sampling?
a. The sampling distribution should approximate the
normal distribution.
b. Overstated units have a lower probability of
sample selection than units that are understated.
c . The auditor controls the risk of incorrect accep
tance by specifying that risk level for the sam
pling plan.
d. The sampling interval is calculated by dividing
the number of physical units in the population by
the sample size.

22. An auditor assesses control risk because it
a . Indicates where inherent risk may be the greatest.
b . Affects the level of detection risk the auditor may
accept.
c . Determines whether sampling risk is sufficiently
low.
d. Includes the aspects of nonsampling risk that are
controllable.

23. When considering the objectivity of internal auditors,
an independent auditor should
a. Test a sample of the transactions and balances that
the internal auditors examined.
b . Determine the organizational level to which the
internal auditors report.
c . Evaluate the quality control program in effect for
the internal auditors.
d . Examine documentary evidence of the work per
formed by the internal auditors.

18. Wh en using classical variables sampling for estima
tion, an auditor normally evaluates the sampling results by
calculating the possible error in either direction. This
statistical concept is known as
a. Precision.
b. Reliability.
c. Projected error.
d. Standard deviation.

24. In an audit of financial statements in accordance with
generally accepted auditing standards, an auditor is required
to
a. Identify specific internal control structure
procedures relevant to management’s financial
statement assertions.
b. Perform tests of controls to evaluate the effec
tiveness of the entity’s accounting system.
c. Determine whether procedures are suitably
designed to prevent or detect m aterial
misstatements.
d. Document the auditor’s understanding of the
entity’s internal control structure.

19. Wh en compiling a nonpublic entity’s financial
statements, an accountant would be least likely to
a. Perform analytical procedures designed to iden
tify relationships that appear to be unusual.
b . Read the compiled financial statements and con
sider whether they appear to include adequate
disclosure.
c . Omit substantially all of the disclosures required
by generally accepted accounting principles.
d. Issue a compilation report on one or more, but
not all, of the basic financial statements.

25. Which of the following factors are included in an
entity’s control environment?

20. Wh ich of the following procedures would most likely
be included in a review engagement of a nonpublic entity?
a. Preparing a bank transfer schedule.
b. Inquiring about related party transactions.
c. Assessing the internal control structure.
d. Performing cutoff tests on sales and purchases
transactions.

a.
b.
c.
d.

21. Evidential matter concerning proper segregation of
duties ordinarily is best obtained by
a. Preparation of a flowchart of duties performed
by available personnel.
b. Inquiring whether control procedures operated
consistently throughout the period.
c. Reviewing job descriptions prepared by the
personnel department.
d. Direct personal observation of the employees
who apply control procedures.

Audit
committee
Yes
Yes
No
Yes

Internal
audit
junction
Yes
No
Yes
Yes

Organizational
structure
No
Yes
Yes
Yes

26. The acceptable level of detection risk is inversely
related to the
a. Assurance provided by substantive tests.
b. Risk of misapplying auditing procedures.
c. Preliminary judgment about materiality levels.
d. Risk o f failing to discover m aterial
misstatements.
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32. The primary responsibility of a bank acting as registrar
of capital stock is to
a. Ascertain that dividends declared do not exceed
the statutory amount allowable in the state of
incorporation.
b. Account for stock certificates by comparing the
total shares outstanding to the total in the
shareholders subsidiary ledger.
c. Act as an independent third party between the
board of directors and outside investors concern
ing mergers, acquisitions, and the sale of treasury
stock.
Verify that stock is issued in accordance with the
authorization of the board of directors and the
articles of incorporation.

27. An auditor may decide to assess control risk at the
maximum level for certain assertions because the auditor
believes
a. Sufficient evidential matter to support the asser
tions is likely to be available.
b . Evaluating the effectiveness of policies and pro
cedures is inefficient.
c . More emphasis on tests of controls than substan
tive tests is warranted.
d. Considering the relationship of assertions to
specific account balances is more efficient.

28. An auditor would consider a cashier’s job descrip
tion to contain compatible duties if the cashier receives
remittances from the mailroom and also prepares the
a. Prelist of individual checks.
b. Monthly bank reconciliation.
c. Daily deposit slip.
d. Remittance advices.

33. An auditor’s communication of internal control struc
ture related matters noted in an audit usually should be
addressed to the
a. Audit committee.
b. Director of internal auditing.
c. Chief financial officer.
d. Chief accounting officer.

29. Which of the following most likely would be an
internal control procedure designed to detect errors and
irregularities concerning the custody of inventory?
a. Periodic reconciliation of work in process with
job cost sheets.
b. Segregation of functions between general
accounting and cost accounting.
c. Independent comparisons of finished goods
records with counts of goods on hand.
d. Approval of inventory journal entries by the
storekeeper.

34. When reporting on conditions relating to an entity’s
internal control structure observed during an audit of the
financial statements, the auditor should include a
a. Description of tests performed to search for
material weaknesses.
b . Statement of positive assurance on the structure.
c . Paragraph describing the inherent limitations of
the structure.
d. Restriction on the distribution of the report.

30. Sound internal control procedures dictate that defec
tive merchandise returned by customers should be presented
initially to the
a. Sales clerk.
b. Purchasing clerk.
c. Receiving clerk.
d. Inventory control clerk.

35. A previously communicated reportable condition that
has not been corrected, ordinarily should be communicated
again if
a. The deficiency has a material effect on the
auditor’s assessment of control risk.
b . The entity accepts that degree of risk because of
cost-benefit considerations.
c. The weakness could adversely affect the entity’s
ability to report financial data.
d. There has been major turnover in upper-level
management and the board of directors.

31. In a computerized payroll system environment, an
auditor would be least likely to use test data to test controls
related to
a. Missing employee numbers.
b. Proper approve of overtime by supervisors.
c. Time tickets with invalid job numbers.
d . Agreement of hours per clock cards with hours
on time tickets.
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36. An accountant’s report expressing an unqualified
opinion on an entity’s system of internal accounting con
trol should contain a
a. Description of the difference between the expres
sion of an opinion on the system and the assess
ment of control risk made as part of an audit.
b . Statement that the establishment and maintenance
of the system is the responsibility of management.
c . Statement that the distribution of the accountant’s
report is limited to the entity’s management and
its board of directors.
d . Description of the material weaknesses that may
permit errors or irregularities to occur and not
be detected.

40. Samples to test internal control structure procedures
are intended to provide a basis for an auditor to conclude
whether
a. The control procedures are operating effectively.
b . The financial statements are materially misstated.
c. The risk of incorrect acceptance is too high.
d. Materiality for planning purposes is at a suffi
ciently low level.
41. An accountant’s standard report on a compilation of
a projection should not include a
a. Statement that the accountant expresses only
limited assurance that the results may be
achieved.
b . Separate paragraph that describes the limitations
on the presentation’s usefulness.
c. Statement that a compilation of a projection is
limited in scope.
d . Disclaimer of responsibility to update the report
for events occurring after the report’s date.

37. An engagement to express an opinion on a system of
internal accounting control will generally
a . Require procedures that duplicate those already
applied in assessing control risk during a finan
cial statement audit.
b . Increase the reliability of the financial statements
that have already been audited.
c . Be more extensive in scope than the assessment
of control risk made during a financial statement
audit.
d . Be more limited in scope than the assessment of
control risk made during a financial statement
audit.

42. An auditor was unable to obtain audited financial
statements or other evidence supporting an entity’s invest
ment in a foreign subsidiary. Between which of the follow
ing opinions should the entity’s auditor choose?
a. Adverse and unqualified with an explanatory
paragraph added.
b . Disclaimer and unqualified with an explanatory
paragraph added.
c. Qualified and adverse.
d. Qualified and disclaimer.
43. The adverse effects of events causing an auditor to
believe there is substantial doubt about an entity’s ability
to continue as a going concern would most likely be
mitigated by evidence relating to the
a. Ability to expand operations into new product
lines in the future.
b . Feasibility of plans to purchase leased equipment
at less than market value.
c. Marketability of assets that management plans
to sell.
d. Committed arrangements to convert preferred
stock to long-term debt.

38. Green, CPA, is aware that Green’s name is to be
included in the interim report of National Company, a
publicly-held entity. National’s quarterly financial
statements are contained in the interim report. Green has
not audited or reviewed these interim financial statements.
Green should request that
I. Green’s name not be included in the communication.
II. The financial statements be marked as unaudited with
a notation that no opinion is expressed on them.
a. I only.
b. II only.
c. Both I and II.
d. Either I or II .

44. If an auditor is satisfied that there is only a remote
likelihood of a loss resulting from the resolution of a mat
ter involving an uncertainty, the auditor should express
a(an)
a. Unqualified opinion.
b . Unqualified opinion with a separate explanatory
paragraph.
c. Qualified opinion or disclaimer of opinion,
depending upon the materiality of the loss.
d. Qualified opinion or disclaimer of opinion,
depending on whether the uncertainty is
adequately disclosed.

39. In performing tests of controls over authorization of
cash disbursements, which of the following sampling
methods would be most appropriate?
a. Ratio.
b. Attributes.
c. Variables.
d. Stratified.
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49. The financial statements of KCP America, a U.S.
entity, are prepared for inclusion in the consolidated finan
cial statements of its non-U.S. parent. These financial
statements are prepared in conformity with the accounting
principles generally accepted in the parent’s country and
are for use only in that country. How may KCP America’s
auditor report on these financial statements?

45. When an auditor qualifies an opinion because of the
inability to confirm accounts receivable by direct com
munication with debtors, the wording of the opinion
paragraph of the auditor’s report should indicate that the
qualification pertains to the
a. Limitation on the auditor’s scope.
b. Possible effects on the financial statements.
c . Lack of sufficient competent evidential matter.
d. Departure from generally accepted auditing
standards.

I.
A U.S.-style report (unmodified).
II . A U.S.-style report modified to report on the account
ing principles of the parent’s country.
EH. The report form of the parent’s country.

46. When an auditor qualifies an opinion because of
inadequate disclosure, the auditor should describe the nature
of the omission in a separate explanatory paragraph and
modify the
Introductory
paragraph
a.
Yes
b.
Yes
c.
No
No

Scope
paragraph
No
Yes
Yes
No

I
a.
b.
c.
d.

Opinion
paragraph
No
No
Yes
Yes

Yes
No
Yes
No

II
No
Yes
No
Yes

III
No
No
Yes
Yes

50. Compiled financial statements should be accompanied
by a report stating that
a. A compilation is limited to presenting in the form
of financial statements information that is the
representation of management.
b. The accountant has compiled the financial
statements in accordance with standards
established by the Auditing Standards Board.
c . A compilation is substantially less in scope than
a review or an audit in accordance with generally
accepted auditing standards.
d . The accountant does not express an opinion but
expresses only limited assurance on the compiled
financial statements.

47. The GAO standards of reporting for governmental
financial audits incorporate the AICPA standards of report
ing and prescribe supplemental standards to satisfy the
unique needs of governmental audits. Which of the follow
ing is a supplemental reporting standard for government
financial audits?
a. A written report on the auditor’s understanding
of the entity’s internal control structure and
assessment of control risk should be prepared.
b. Material indications of illegal acts should be
reported in a document with distribution
restricted to senior officials of the entity audited.
c. Instances of abuse, fraud, mismanagement, and
waste should be reported to the organization with
legal oversight authority over the entity audited.
d. All privileged and confidential information
discovered should be reported to the senior
officials of the organization that arranged for the
audit.

51. Which of the following professional services would
be considered an attest engagement?
a. A management consulting engagement to provide
EDP advice to a client.
b. An engagement to report on compliance with
statutory requirements.
c . An income tax engagement to prepare federal and
state tax returns.
d. The compilation of financial statements from a
client’s accounting records.

48. An auditor includes a separate paragraph in an other
wise unmodified report to emphasize that the entity being
reported upon had significant transactions with related par
ties. The inclusion of this separate paragraph
a. Is appropriate and would not negate the
unqualified opinion.
b . Is considered an ‘‘except for’’ qualification of the
opinion.
c. Violates generally accepted auditing standards
if this information is already disclosed in foot
notes to the financial statements.
d . Necessitates a revision of the opinion paragraph
to include the phrase “ with the foregoing
explanation.’’

52. The concept of materiality would be least important
to an auditor when considering the
a. Adequacy of disclosure of a client’s illegal act.
b. Discovery of weaknesses in a client’s internal
control structure.
c . Effects of a direct financial interest in the client
on the CPA’s independence.
d. Decision whether to use positive or negative con
firmations of accounts receivable.
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53. An auditor most likely would issue a disclaimer of
opinion because of
a. Inadequate disclosure of material information.
b. The omission of the statement of cash flows.
c. A material departure from generally accepted
accounting principles.
d. M anagement’s refusal to furnish written
representations.

54.

58. Blue Co., a privately-held entity, asked its tax accoun
tant, Cook, a CPA in public practice, to reproduce Blue’s
internally-prepared interim financial statements on Cook’s
microcomputer when Cook prepared Blue’s quarterly tax
return. Cook should not submit these financial statements
to Blue unless, as a minimum, Cook complies with the
provisions of
a. Statements on Responsibilities in Tax Practice.
b. Statements on Standards for Accounting and
Review Services.
c. Statements on Responsibilities in Unaudited
Financial Services.
d. Statements on Standards for Attestation
Engagements.

Comfort letters ordinarily are addressed to
a. Creditor financial institutions.
b. The client’s audit committee.
c. The Securities and Exchange Commission.
d. Underwriters of securities.

55. Which of the following matters is an auditor required
to communicate to an entity’s audit committee?

a.
b.
c.
d.

Significant
audit
adjustments
Yes
Yes
No
No

59. Performing inquiry and analytical procedures is the
primary basis for an accountant to issue a
a. Report on compliance with requirements govern
ing major federal assistance programs in accor
dance with the Single Audit Act.
b. Review report on prospective financial
statements that present an entity’s expected finan
cial position, given one or more hypothetical
assumptions.
c. Management advisory report prepared at the
request of a client’s audit committee.
d. Review report on comparative financial
statements for a nonpublic entity in its second
year of operations.

Changes in
significant
accounting policies
Yes
No
Yes
No

56. When a CPA prepares a client’s federal income tax
return, the CPA has the responsibility to
a. Take a position of independent neutrality.
b. Argue the position of the Internal Revenue
Service.
c. Be an advocate for the entity’s realistically
sustainable position.
d. Verify the data to be used in preparing the return.

60. Kent is auditing an entity’s compliance with
requirements governing a major federal financial assistance
program in accordance with the Single Audit Act. Kent
detected noncompliance with requirements that have a
material effect on that program, Kent’s report on com
pliance should express a(an)
a. Unqualified opinion with a separate explanatory
paragraph.
b. Qualified opinion or an adverse opinion,
c. Adverse opinion or a disclaimer of opinion.
d. Limited assurance on the items tested.

57. A violation of the profession’s ethical standards most
likely would have occurred when a CPA
a. Compiled the financial statements of a client that
employed the CPA’s spouse as a bookkeeper.
b . Received a fee for referring audit clients to a com
pany that sells limited partnership interests.
c . Purchased the portion of an insurance company
that performs actuarial services for employee
benefit plans.
d. Arranged with a financial institution to collect
notes issued by a client in payment of fees due.
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Number 2 (Estimated tim e-----15 to 25 minutes)

Number 3 (Estimated tim e-----15 to 25 minutes)

The auditors’ report below was drafted by a staff
accountant of Baker and Baker, CPAs, at the completion
of the audit of the comparative financial statements of Ocean
Shore Partnership for the years ended December 3 1 , 1990
and 1989. Ocean Shore prepares its financial statements on
the income tax basis of accounting. The report was sub
mitted to the engagement partner who reviewed matters
thoroughly and properly concluded that an unqualified
opinion should be expressed.

Taylor, CPA, has been engaged to audit the financial
statements of Palmer Co., a continuing audit client. Taylor
is about to perform substantive audit procedures on
Palmer’s goodwill (excess of cost over the fair value of net
assets purchased) that was acquired in prior years’ business
combinations. An industry slowdown has occurred recently
and purchased operations have not met profit expectations.
During the planning process, Taylor determined that
there is a high risk that material misstatements in the asser
tions related to goodwill could occur. Taylor obtained an
understanding of the internal control structure and assess
ed control risk at the maximum level for the assertions
related to goodwill.

Auditor’s Report
We have audited the accompanying statements of
assets, liabilities, and capital—income tax basis of Ocean
Shore Partnership as of December 3 1 , 1990 and 1989, and
the related statements of revenue and expenses—income
tax basis and changes in partners’ capital accounts—income
tax basis for the years then ended.
We conducted our audits in accordance with standards
established by the American Institute of Certified Public
Accountants. Those standards require that we plan and per
form the audit to obtain reasonable assurance about whether
the financial statements are free of material misstatement.
An audit includes examining, on a test basis, evidence sup
porting the amounts and disclosures in the financial
statements. An audit also includes assessing the account
ing principles used as well as evaluating the overall finan
cial statement presentation.
As describedin Note A, these financial statements were
prepared on the basis of accounting the Partnership uses
for income tax purposes. Accordingly, these financial
statements are not designed for those who do not have access
to the Partnership’s tax returns.
In our opinion, the financial statements referred to
above present fairly, in all material respects, the assets,
liabilities, and capital of Ocean Shore Partnership as of
December 3 1 , 1990 and 1989, and its revenue and expenses
and changes in partners’ capital accounts for the years then
ended, in conformity with generally accepted accounting
principles applied on a consistent basis.

Required:
a. Describe the substantive audit procedures Taylor
should consider performing in auditing Palmer’s goodwill.
Do not discuss Palmer’s internal control structure.
b. Describe the two significant assertions that Taylor
would be most concerned with relative to Palmer’s good
will. Do not describe more than two.

Baker and Baker, CPAs
April 3, 1991

Required:
Identify the deficiencies contained in the auditors’
report as drafted by the staff accountant. Group the defi
ciencies by paragraph, where applicable. Do not redraft
the report.
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Number 4 (Estimated tim e-----15 to 25 minutes)
The flowchart on the following page depicts the
activities relating to the purchasing, receiving, and accounts
payable departments of Model Company, Inc.
Required:
Based only on the flowchart, describe the internal
control procedures (strengths) that most likely would
provide reasonable assurance that specific internal control
objectives for the financial statement assertions regarding
purchases and accounts payable will be achieved. Do not
describe weaknesses in the internal control structure.
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Examination Questions — May 1991
Number 5 (Estimated tim e-----15 to 25 minutes)

Recent developments:

Green, CPA, is considering audit risk at the financial
statement level in planning the audit of National Federal
Bank (NFB) Company’s financial statements for the year
ended December 31, 1990. Audit risk at the financial
statement level is influenced by the risk of material
misstatements, which may be indicated by a combination
of factors related to management, the industry, and the
entity. In assessing such factors Green has gathered the
following information concerning NFB’s environment.

During 1990, NFB opened a branch office in a subur
ban town thirty miles from its principal place of business.
Although this branch is not yet profitable due to competi
tion from several well-established regional banks, manage
ment believes that the branch will be profitable by 1992.
Also, during 1990, NFB increased the efficiency of its
accounting operations by installing a new, sophisticated
computer system.
Required:
Based only on the information above, describe the
factors that most likely would have an effect on the risk of
material misstatements. Indicate whether each factor
increases or decreases the risk. Use the format illustrated
below.

Company profile:
NFB is a federally-insured bank that has been con
sistently more profitable than the industry average by
marketing mortgages on properties in a prosperous rural
area, which has experienced considerable growth in recent
years. NFB packages its mortgages and sells them to large
mortgage investment trusts. Despite recent volatility of
interest rates, NFB has been able to continue selling its
mortgages as a source of new lendable funds.
NFB’s board of directors is controlled by Smith, the
majority stockholder, who also acts as the chief executive
officer. Management at the bank’s branch offices has
authority for directing and controlling NFB’s operations
and is compensated based on branch profitability. The
internal auditor reports directly to Harris, a minority
shareholder, who also acts as chairman of the board’s audit
committee.
The accounting department has experienced little turn
over in personnel during the five years Green has audited
NFB. NFB’s formula consistently underestimates the
allowance for loan losses, but its controller has always been
receptive to Green’s suggestions to increase the allowance
during each engagement.

Environmental factor
Branch m anagem ent has
authority for directing and
controlling operations.
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3.
Frost’s accountant and business manager has the
authority to
a. Mortgage Frost’s business property.
b. Obtain bank loans for Frost.
c. Insure Frost’s property against fire loss.
d. Sell Frost’s business.

Number 1 (Estimated tim e-----110 to 130 minutes)
Instructions
Select the best answer for each of the following items.
Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet to
indicate your answer. M ark only one answer for each
item. Answer all items. Your grade will be based on the
total number of correct answers.
The following is an example of the manner in which
the answer sheet should be marked:

4.
Which of the following statements is correct with
respect to the differences and similarities between a
corporation and a limited partnership?
a. Stockholders may be entitled to vote on corporate
matters but limited partners are prohibited from
voting on any partnership matters.
b. Stock of a corporation may be subject to the
registration requirements of the federal securities
laws but limited partnership interests are
automatically exempt from those requirements.
c. Directors owe fiduciary duties to the corporation
and limited partners owe such duties to the
partnership.
d . A corporation and a limited partnership may be
created only under a state statute and each must
file a copy of its organizational document with
the proper governmental body.

Item
98. The text of the letter from Bridge Builders, Inc. to
Allied Steel Co. follows:
We offer to purchase 10,000 tons of No. 4 steel
pipe at today’s quoted price for delivery two
months from today. Your acceptance must be
received in five days.
Bridge Builders intended to create a (an)
a. Option contract.
b. Unilateral contract.
c. Bilateral contract.
d. Joint contract.

5. Davis, a director of Active Corp., is entitled to
a. Serve on the board of a competing business.
b. Take sole advantage of a business opportunity
that would benefit Active.
c. Rely on information provided by a corporate
officer.
d. Unilaterally grant a corporate loan to one of
Active’s shareholders.

Answer Sheet
98.
1.
Simpson, Ogden Corp.’s agent, needs a written
agency agreement to
a. Enter into a series of sales contracts on Ogden’s
behalf.
b . Hire an attorney to collect a business debt owed
Ogden.
c. Purchase an interest in undeveloped land for
Ogden.
d. Retain an independent general contractor to
renovate Ogden’s office building.

6.
The limited liability of a stockholder in a closely-held
corporation may be challenged successfully if the
stockholder
a. Undercapitalized the corporation when it was
formed.
b. Formed the corporation solely to have limited
personal liability.
c. Sold property to the corporation.
d. Was a corporate officer, director, or employee.

2.
Kent, without authority, contracted to buy computer
equipment from Fox Corp. for Ace Corp. Kent told Fox
that Kent was acting on Ace’s behalf. For Ace to ratify the
contract with Fox,
a. Kent must be a general agent of Ace.
b. Ace must know all material facts relating to the
contract at the time it is ratified.
c. Ace must notify Fox that Ace intends to ratify the
contract.
d. Kent must have acted reasonably and in Ace’s
best interest.

7.
A consolidation of two corporations usually requires
all of the following except
a. Approval by the board of directors of each
corporation.
b . Receipt of voting stock by all stockholders of the
original corporations.
c. Provision for an appraisal buyout of dissenting
stockholders.
d. An affirmative vote by the holders of a majority
of each corporation’s voting shares.
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12. Carson Corp., a retail chain, asked Alto Construction
to fix a broken window at one of Carson’s stores. Alto
offered to make the repairs within three days at a price to
be agreed on after the work was completed. A contract
based on Alto’s offer would fail because of indefiniteness
as to the
a. Price involved.
b. Nature of the subject matter.
c. Parties to the contract.
d. Time for performance.

8. To properly create an inter vivos trust funded with
cash, the grantor must
a. Execute a written trust instrument.
b. Transfer the cash to the trustee.
c. Provide for payment of fees to the trustee.
d. Designate an alternate trust beneficiary.
9. Farrel’s will created a testamentary trust naming
Gordon as life income beneficiary, with the principal going
to Hall on Gordon’s death. The trust’s sole asset was a
commercial office building valued at $200,000. The trustee
sold the building for $250,000. To what amount of the sale
price is Gordon entitled?
a. $0
b. $ 50,000
c. $200,000
d. $250,000

13. On reaching majority, a minor may ratify a contract
in any of the following ways except by
a. Failing to disaffirm within a reasonable time after
reaching majority.
b. Orally ratifying the entire contract.
c . Acting in a manner that amounts to ratification.
d. Affirming, in writing, some of the terms of the
contract.

10. Mason’s will created a testamentary trust for the
benefit of Mason’s spouse. Mason’s sister and Mason’s
spouse were named as co-trustees of the trust. The trust pro
vided for discretionary principal distributions to Mason’s
spouse. It also provided that, on the death of Mason’s
spouse, any remaining trust property was to be distributed
to Mason’s children. Part of the trust property consisted
of a very valuable coin collection. After Mason’s death,
which of the following statements would be correct?
a. Mason’s spouse may not be a co-trustee because
the spouse is also a beneficiary of the trust.
b. Mason’s sister may delegate her duties as co
trustee to the spouse and thereby not be liable for
the administration of the trust.
c. Under no circumstances could the spouse pur
chase the coin collection from the trust without
breaching fiduciary duties owed to the trust and
Mason’s children.
d. The co-trustees must use the same degree of skill,
judgment, and care in managing the trust assets
as reasonably prudent persons would exercise in
managing their own affairs.

14. Nolan agreed orally with Train to sell Train a house
for $100,000. Train sent Nolan a signed agreement and a
downpayment of $10,000. Nolan did not sign the agree
ment, but allowed Train to move into the house. Before
closing, Nolan refused to go through with the sale. Train
sued Nolan to compel specific performance. Under the pro
visions of the Statute of Frauds,
a. Train will win because Train signed the agree
ment and Nolan did not object.
b . Train will win because Train made a downpay
ment and took possession.
c. Nolan will win because Nolan did not sign the
agreement.
d. Nolan will win because the house was worth more
than $500.

15. In 1959, Dart bought an office building from Graco
under a written contract signed only by Dart. In 1991, Dart
discovered that Graco made certain false representations
during their negotiations concerning the building’s
foundation. Dart could have reasonably discovered the
foundation problems by 1965. Dart sued Graco claiming
fraud in the formation of the contract. Which of the follow
ing statements is correct?
a. The parol evidence rule will prevent the
admission into evidence of proof concerning
Dart’s allegations.
b . Dart will be able to rescind the contract because
both parties did not sign it.
c . Dart must prove that the alleged misrepresenta
tions were part of the written contract because
the contract involved real estate.
d. The statute of limitations would likely prevent
Dart from prevailing because of the length of time
that has passed.

11. Nix sent Castor a letter offering to employ Castor as
controller of Nix’s automobile dealership. Castor received
the letter on February 19. The letter provided that Castor
would have until February 23 to consider the offer and, in
the meantime, Nix would not withdraw it. On February 20,
Nix, after reconsidering the offer to Castor, decided to offer
the job to Vick, who accepted immediately. That same day,
Nix called Castor and revoked the offer. Castor told Nix
that an acceptance of Nix’s offer was mailed on
February 19. Under the circumstances,
a. Nix’s offer was irrevocable until February 23.
b . No contract was formed between Nix and Castor
because Nix revoked the offer before Nix
received Castor’s acceptance.
c . Castor’s acceptance was effective when mailed.
d. Any revocation of the offer would have to be in
writing because Nix’s offer was in writing.

43

Examination Questions — May 1991
16. Kay, an art collector, promised Hammer, an art
student, that if Hammer could obtain certain rare artifacts
within two weeks, Kay would pay for Hammer’s post
graduate education. At considerable effort and expense,
Hammer obtained the specified artifacts within the twoweek period. When Hammer requested payment, Kay
refused. Kay claimed that there was no consideration for
the promise. Hammer would prevail against Kay based on
a. Unilateral contract.
b. Unjust enrichment.
c. Public policy.
d. Quasi contract.

20. Johns leased an apartment from Olsen. Shortly before
the lease expired, Olsen threatened Johns with eviction and
physical harm if Johns did not sign a new lease for twice
the old rent. Johns, unable to afford the expense to fight
eviction, and in fear of physical harm, signed the new lease.
Three months later, Johns moved and sued to void the lease
claiming duress. The lease will be held
a. Void because of the unreasonable increase in
rent.
b. Voidable because of Olsen’s threat to bring evic
tion proceedings.
c. Void because of Johns’ financial condition.
d. Voidable because of Olsen’s threat of physical
harm.

17. Bond and Spear orally agreed that Bond would buy
a car from Spear for $475. Bond paid Spear a $100 deposit.
The next day, Spear received an offer of $575, the car’s
fair market value. Spear immediately notified Bond that
Spear would not sell the car to Bond and returned Bond’s
$100. If Bond sues Spear and Spear defends on the basis
of the statute of frauds, Bond will probably
a. Lo se, because the agreement was for less than
the fair market value of the car.
b. Win, because the agreement was for less than
$500.
c . Lose, because the agreement was not in writing
and signed by Spear.
d. Win, because Bond paid a deposit.

21. To prevail in a common law action for innocent
misrepresentation, the plaintiff must prove
a. The defendant made the false statements with a
reckless disregard for the truth.
b. The misrepresentations were in writing.
c . The misrepresentations concerned material facts.
d . Reliance on the misrepresentations was the only
factor inducing the plaintiff to enter into the
contract.
22. Graham contracted with the city of Harris to train and
employ high school dropouts residing in Harris. Graham
breached the contract. Long, a resident of Harris and a high
school dropout, sued Graham for damages. Under the
circumstances, Long will
a. Win, because Long is a third-party beneficiary
entitled to enforce the contract.
b. Win, because the intent of the contract was to
confer a benefit on all high school dropouts
residing in Harris.
c. Lose, because Long is merely an incidental
beneficiary of the contract.
d. Lose, because Harris did not assign its contract
rights to Long.

18. Dunne and Cook signed a contract requiring Cook to
rebind 500 of Dunne’s books at 80¢ per book. Later, Dunne
requested, in good faith, that the price be reduced to 70¢
per book. Cook agreed orally to reduce the price to 70¢.
Under the circumstances, the oral agreement is
a. Enforceable, but proof of it is inadmissible into
evidence.
b. Enforceable, and proof of it is admissible into
evidence.
c. Unenforceable, because Dunne failed to give
consideration, but proof of it is otherwise
admissible into evidence.
d. Unenforceable, due to the statute of frauds, and
proof of it is inadmissible into evidence.

23. Maco Corp. contracted to sell 1,500 bushels of
potatoes to LBC Chips. The contract did not refer to any
specific supply source for the potatoes. Maco intended to
deliver potatoes grown on its farms. An insect infestation
ruined Maco’s crop but not the crops of other growers in
the area. Maco failed to deliver the potatoes to LBC. LBC
sued Maco for breach of contract. Under the circumstances,
Maco will
a. Lose, because it could have purchased potatoes
from other growers to deliver to LBC.
b. Lose, unless it can show that the purchase of
substitute potatoes for delivery to LBC would
make the contract unprofitable.
c . Win, because the infestation was an act of nature
that could not have been anticipated by Maco.
d. Win, because both Maco and LBC are assumed
to accept the risk of a crop failure.

19. Wilk bought an apartment building from Dix Corp.
There was a mortgage on the building securing Dix’s
promissory note to Xeon Finance Co. Wilk took title sub
ject to Xeon’s mortgage. Wilk did not make the payments
on the note due Xeon and the building was sold at a
foreclosure sale. If the proceeds of the foreclosure sale are
less than the balance due on the note, which of the follow
ing statements is correct regarding the deficiency?
a . Xeon must attempt to collect the deficiency from
Wilk before suing Dix.
b. Dix will not be liable for any of the deficiency
because Wilk assumed the note and mortgage.
c . Xeon may collect the deficiency from either Dix
or Wilk.
d. Dix will be liable for the entire deficiency.
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28. One of the criteria for a valid assignment of a sales
contract to a third party is that the assignment must
a . Not materially increase the other party’s risk or
duty.
b. Not be revocable by the assignor.
c . Be supported by adequate consideration from the
assignee.
d. Be in writing and signed by the assignor.

24. In general, a clause in a real estate contract entitling
the seller to retain the purchaser’s downpayment as
liquidated damages if the purchaser fails to close the trans
action, is enforceable
a. In all cases, when the parties have a signed
contract.
b. If the amount of the downpayment bears a
reasonable relationship to the probable loss.
c. As a penalty, if the purchaser intentionally
defaults.
d. Only when the seller cannot compel specific
performance.

29. Unger owes a total of $50,000 to eight unsecured
creditors and one fully secured creditor. Quincy is one of
the unsecured creditors and is owed $6,000. Quincy has
filed a petition against Unger under the liquidation provi
sions of Chapter 7 of the Federal Bankruptcy Code. Unger
has been unable to pay debts as they become due. Unger’s
liabilities exceed Unger’s assets. Unger has filed papers
opposing the bankruptcy petition. Which of the following
statements regarding Quincy’s petition is correct?
a . It will be dismissed because the secured creditor
failed to join in the filing of the petition.
b. It will be dismissed because three unsecured
creditors must join in the filing of the petition.
c. It will be granted because Unger’s liabilities
exceed Unger’s assets.
d . It will be granted because Unger is unable to pay
Unger’s debts as they become due.

25. Which of the following events will release a non
compensated surety from liability?
a. Filing of an involuntary petition in bankruptcy
against the principal debtor.
b. Insanity of the principal debtor at the time the
contract was entered into with the creditor.
c. Release of the principal debtor’s obligation by
the creditor but with the reservation of the
creditor’s rights against the surety.
d . Modification by the principal debtor and creditor
of their contract that materially increases the
surety’s risk of loss.
26. Edwards Corp. lent Lark $200,000. At Edwards’
request, Lark entered into an agreement with Owen and
Ward for them to act as compensated co-sureties on the loan
in the amount of $200,000 each. If Edwards releases Ward
without Owen’s or Lark’s consent, and Lark later defaults,
which of the following statements is correct?
a. Lark will be released for 50% of the loan balance.
b . Owen will be liable for the entire loan balance.
c. Owen will be liable for 50% of the loan balance.
d. Edwards’ release of Ward will have no effect on
Lark’s and Owen’s liability to Edwards.

30. A voluntary petition filed under the liquidation pro
visions of Chapter 7 of the Federal Bankruptcy Code
a. Is not available to a corporation unless it has
previously filed a petition under the reorganiza
tion provisions of Chapter 11 of the Federal
Bankruptcy Code.
b . Automatically stays collection actions against the
debtor except by secured creditors.
c. Will be dismissed unless the debtor has 12 or
more unsecured creditors whose claims total at
least $5,000.
d. Does not require the debtor to show that the
debtor’s liabilities exceed the fair market value
of assets.

27. Lane promised to lend Turner $240,000 if Turner
obtained sureties to secure the loan. Turner agreed with
Rivers, Clark, and Zane for them to act as co-sureties on
the loan from Lane. The agreement between Turner and
the co-sureties provided that compensation be paid to each
of the co-sureties. It further indicated that the maximum
liability of each co-surety would be as follows: Rivers
$240, 000, Clark $80,000, and Zane $160,000. Lane
accepted the commitments of the sureties and made the loan
to Turner. After paying ten installments totaling $100,000,
Turner defaulted. Clark’s debts, including the surety obliga
tion to Lane on the Turner loan, were discharged in
bankruptcy. Later, Rivers properly paid the entire outstand
ing debt of $140,000. What amount may Rivers recover
from Zane?
a. $0
b. $56,000
c. $70,000
d. $84,000

31. In general, which of the following debts will be
discharged under the voluntary liquidation provisions of
Chapter 7 of the Federal Bankruptcy Code?
a. A debt due to the negligence of the debtor aris
ing before filing the bankruptcy petition.
b. Alimony payments owed the debtor’s spouse
under a separation agreement entered into two
years before the filing of the bankruptcy petition.
c. A debt incurred more than 90 days before the
filing of the bankruptcy petition and not disclosed
in the petition.
d. Income taxes due within two years before the
filing of the bankruptcy petition.
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32. Peters Co. repairs computers. On February 9 , 1991,
Stark Electronics Corp. sold Peters a circuit tester on credit.
Peters executed an installment note for the purchase price,
a security agreement covering the tester, and a financing
statement that Stark filed on February 11, 1991. On
April 13, 1991, creditors other than Stark filed an
involuntary petition in bankruptcy against Peters. What is
Stark’s status in Peters’ bankruptcy?
a. Stark will be treated as an unsecured creditor
because Stark did not join in the filing against
Peters.
b. Stark’s security interest constitutes a voidable
preference because the financing statement was
not filed until February 11.
c. Stark’s security interest constitutes a voidable
preference because the financing statement was
filed within 90 days before the bankruptcy pro
ceeding was filed.
d. Stark is a secured creditor and can assert a claim
to the circuit tester that will be superior to the
claims of Peters’ other creditors.

35. Decal Corp. incurred substantial operating losses for
the past three years. Unable to meet its current obligations,
Decal filed a petition for reorganization under Chapter 11
of the Federal Bankruptcy Code. Which of the following
statements is correct?
a. A creditors’ committee, if appointed, will con
sist of unsecured creditors.
b. The court must appoint a trustee to manage
Decal’s affairs.
c. Decal may continue in business only with the
approval of a trustee.
d. The creditors’ committee must select a trustee to
manage Decal’s affairs.
36. Social security benefits may include all of the follow
ing except
a. Payments to divorced spouses.
b. Payments to disabled children.
c. Medicare payments.
d. Medicaid payments.
37. An employer having an experience unemployment tax
rate of 3.2% in a state having a standard unemployment tax
rate of 5.4% may take a credit against a 6.2% federal
unemployment tax rate of
a. 3.0%
b. 3.2%
c. 5.4%
d. 6.2%

Items 33 and 34 are based on the following:
On May 1, 1991, two months after becoming insolvent,
Quick Corp., an appliance wholesaler, filed a voluntary
petition for bankruptcy under the provisions of Chapter 7
of the Federal Bankruptcy Code. On October 15, 1990,
Quick’s board of directors had authorized and paid Erly
$50,000 to repay Erly’s April 1 , 1990, loan to the corpora
tion. Erly is a sibling of Quick’s president. On March 15,
1991, Quick paid Kray $100,000 for inventory delivered
that day.

38. The primary purpose for enacting Workers’ Compen
sation statutes was to
a. Eliminate all employer-employee negligence
lawsuits.
b. Enable employees to recover for injuries
regardless of negligence.
c. Prevent employee negligence suits against third
parties.
d . Allow employees to recover additional compen
sation for employer negligence.

33. Which of the following is not relevant in determin
ing whether the repayment of Erly’s loan is a voidable
preferential transfer?
a. Erly is an insider.
b. Quick’s payment to Erly was made on account
of an antecedent debt.
c. Quick’s solvency when the loan was made by
Erly.
d. Quick’s payment to Erly was made within one
year of the filin g of the bankruptcy petition.
34.

39. Bird Corp. made a $500,000 exempt common stock
offering under Rule 504 of Regulation D of the Securities
Act of 1933. This made the shares restricted securities. As
the issuer of restricted securities. Bird must
a. Make a reasonable effort to determine that pur
chasers are buying for themselves and not for
others.
b. Publicly advertise that the shares are not
registered.
c . Provide information to all purchasers as to how
they can register their shares so that resale will
be permitted.
d. Apply to the SEC for contingent exemptions so
that purchasers may resell their shares as exempt.

Quick’s payment to Kray would
a. Not be voidable, because it was a contem
poraneous exchange.
b . Not be voidable, unless Kray knew about Quick’s
insolvency.
c . Be voidable, because it was made within 90 days
of the bankruptcy filing.
d. Be voidable, because it enabled Kray to receive
more than it otherwise would receive from the
bankruptcy estate.
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44. The antifraud provisions of Rule 10b-5 of the
Securities Exchange Act of 1934
a. Apply only if the securities involved were
registered under either the Securities Act of 1933
or the Securities Exchange Act of 1934.
b . Require that the plaintiff show negligence on the
part of the defendant in misstating facts.
c. Require that the wrongful act must be accom
plished through the mail, any other use of
interstate commerce, or through a national
securities exchange.
d. Apply only if the defendant acted with intent to
defraud.

40. Universal Corp. intends to sell its common stock to
the public in an interstate offering that will be registered
under the Securities Act of 1933. Under the Act,
a. Universal can make offers to sell its stock before
filing a registration statement, provided that it
does not actually issue stock certificates until
after the registration is effective.
b. Universal’s registration statement becomes
effective at the time it is filed, assuming the SEC
does not object within 20 days thereafter.
c. A prospectus must be delivered to each purchaser
of Universal’s common stock unless the pur
chaser qualifies as an accredited investor.
d. Universe’s filing o f a registration statement with
the SEC does not automatically result in com
pliance with the ‘‘blue-sky” laws of the states in
which the offering will
made.

45. Which of the following securities is exempt from the
registration requirements of the Securities Act of 1933?
a. Common stock with no par value.
b. Warrants to purchase preferred stock.
c. Bonds issued by a charitable foundation.
d. Convertible debentures issued by a corporation.

41. The registration of a security under the Securities Act
of 1933 provides an investor with
a. A guarantee by the SEC that the facts contained
in the registration statement are accurate.
b. An assurance against loss resulting from
purchasing the security.
c . Information on the principal purposes for which
the offering’s proceeds will be used.
d. Information on the issuing corporation’s trade
secrets.

46. Winslow, Inc. intends to make a $450,000 common
stock offering under Rule 504 of Regulation D of the
Securities Act of 1933. Winslow
a. May make the offering through a general
advertising.
b. Must provide all investors with a prospectus.
c. May sell the stock to an unlimited number of
investors.
d. Must offer the stock for a period of 24 months.

42. Which of the following statements is correct regard
ing the proxy solicitation requirements of Section 14(a) of
the Securities Exchange Act of 1934?
a. A corporation does not have to file proxy revoca
tion solicitations with the SEC if it is a reporting
company under the Securities Exchange Act of
1934.
b . Current unaudited financial statements must be
sent to each stockholder with every proxy
solicitation.
c . A corporation must file its proxy statements with
the SEC if it is a reporting company under the
Securities Exchange Act of 1934.
d. In a proxy solicitation by management relating
to election of officers, all stockholder proposals
must be included in the proxy statement.

47. Which of the following statements is correct concern
ing a common carrier that issues a bill of lading stating that
the goods are to be delivered ‘‘to the order of Ajax” ?
a. The carrier’s lien on the goods covered by the
bill of lading for storage or transportation
expenses is ineffective against the bill of lading’s
purchaser.
b. The carrier may not, as a matter of public policy,
limit its liability for the goods by the terms of the
bill.
c. The carrier must deliver the goods only to Ajax
or to a person who presents the bill of lading
properly endorsed by Ajax.
d. The carrier would have liability only to Ajax
because the bill of lading is nonnegotiable.

43. Under the UCC Sales Article, which of the follow
ing statements is correct concerning a contract involving
a merchant seller and a non-merchant buyer?
a. Only the seller is obligated to perform the con
tract in good faith.
b. The contract will be either a sale or return or sale
on approval contract.
c. The contract may not involve the sale of personal
property with a price of more than $500.
d. Whether the UCC Sales Article is applicable does
not depend on the price of the goods involved.

48.
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With respect to the sale of goods, the warranty of title
a. Applies only if the seller is a merchant.
b. Applies only if it is in writing and signed by the
seller.
c. Provides that the seller deliver the goods free
from any lien of which the buyer lacked
knowledge when the contract was made.
d . Provides that the seller cannot disclaim the war
ranty if the sale is made to a bona fide purchaser
for value.

Examination Questions — May 1991
53. To establish a cause of action based on strict liability
in tort for personal injuries resulting from using a defec
tive product, one of the elements the plaintiff must prove
is that the seller (defendant)
a. Defectively designed the product.
b. Was engaged in the business of selling the
product.
c. Was in privity of contract with the plaintiff.
d. Failed to exercise due care.

49. Under a contract governed by the UCC Sales Article,
which of the following statements is correct?
a. Unless both the seller and the buyer are mer
chants, neither party is obligated to perform the
contract in good faith.
b . The contract will not be enforceable if it fails to
expressly specify a time and a place for delivery
of the goods.
c . The seller may be excused from performance if
the goods are accidentally destroyed before the
risk of loss passes to the buyer.
d. If the price of the goods is less than $500, the
goods need not be identified to the contract for
title to pass to the buyer.

54. West purchased a painting from Noll, who is not in
the business of selling art. Noll tendered delivery of the
painting after receiving payment in full from West. West
informed Noll that West would be unable to take posses
sion of the painting until later that day. Thieves stole the
painting before West returned. The risk of loss
a . Remained with Noll, because West had not yet
received the painting.
b . Remained with Noll, because the parties agreed
on a later time of delivery.
c. Passed to West at the time the contract was
formed and payment was made.
d. Passed to West on Noll’s tender of delivery.

50. Under the UCC Sales Article, the implied warranty
of merchantability
a. May be disclaimed by a seller’s oral statement
that mentions merchantability.
b. Arises only in contracts involving a merchant
seller and a merchant buyer.
c. Is breached if the goods are not fit for all pur
poses for which the buyer intends to use the
goods.
d. Must be part of the basis of the bargain to be bind
ing on the seller.

Items 55 and 56 are based of the following:

51. Yost Corp., a computer manufacturer, contracted to
sell 15 computers to Ivor Corp., a computer retailer. The
contract specified that delivery was to be made by truck to
Ivor’s warehouse. Instead, Yost shipped the computers by
rail. When Ivor claimed that Yost did not comply with the
contract, Yost told Ivor that there had been a trucker’s strike
when the goods were shipped. Ivor refused to pay for the
computers. Under these circumstances, Ivor
a. Is obligated to pay for the computers because
Yost made a valid substituted performance.
b . Is obligated to pay for the computers because title
to them passed to Ivor when Ivor received them.
c . May return the computers and avoid paying for
them because of the way Yost delivered them.
d. May return the computers and avoid paying for
them because the contract was void under the
theory of commercial impracticability.

Lazur Corp. agreed to purchase 100 radios from Wizard
Suppliers, Inc. Wizard is a wholesaler of small home
appliances and Lazur is an appliance retailer. The contract
required Wizard to ship the radios to Lazur by common
carrier, “ F.O.B. Wizard Suppliers, Inc. Loading Dock.”
55. Risk of loss for the radios during shipment to Lazur
would be on
a. Lazur, because the risk of loss passes when the
radios are delivered to the carrier.
b. Wizard, because the risk of loss passes only when
Lazur receives the radios.
c. Wizard, because it is a shipment contract.
d. Lazur, because title to the radios passes to Lazur
at the time of shipment.
56.

52. Gray Fabricating Co. and Pine Corp. agreed orally
that Pine would custom manufacture a processor for Gray
at a price of $80,000. After Pine completed the work at a
cost of $60,000, Gray notified Pine that the processor was
no longer needed. Pine is holding the processor and has
requested payment from Gray. Pine has been unable to
resell the processor for any price. Pine incurred storage fees
of $1,000. If Gray refuses to pay Pine and Pine sues Gray,
the most Pine will be entitled to recover is
a. $60,000
b. $61,000
c. $80,000
d. $81,000
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Under the UCC Sales Article
a. Title to the radios passes to Lazur at the time they
are delivered to the carrier, even if the goods are
nonconforming.
b. Lazur must inspect the radios at the time of
delivery or waive any defects and the right to sue
for breach of contract.
c. Wizard must pay the freight expense associated
with the shipment of the radios to Lazur.
d . Lazur would have the right to reject any shipment
if Wizard fails to notify Lazur that the goods have
been shipped.

Business Law
60. Wine purchased a computer using the proceeds of a
loan from MJC Finance Company. Wine gave MJC a
security interest in the computer. Wine executed a security
agreement and financing statement, which was filed by
MJC. Wine used the computer to monitor Wine’s personal
investments. Later, Wine sold the computer to Jacobs, for
Jacobs’ family use. Jacobs was unaware of MJC’s security
interest. Wine now is in default under the MJC loan. May
MJC repossess the computer from Jacobs?
a. No, because Jacobs was unaware of the MJC
security interest.
b. No, because Jacobs intended to use the computer
for family or household purposes.
c. Yes, because MJC’s security interest was
perfected before Jacobs’ purchase.
d. Yes, because Jacobs’ purchase of the computer
made Jacobs personally liable to MJC.

57. Pix C o., which is engaged in the business of selling
appliances, borrowed $18,000 from Lux Bank. Pix
executed a promissory note for that amount and pledged
all of its customer installment receivables as collateral for
the loan. Pix executed a security agreement that described
the collateral, but Lux did not file a financing statement.
With respect to this transaction
a . Attachment of the security interest did not occur
because Pix failed to file a financing statement.
b. Perfection of the security interest occurred
despite Lux’s failure to file a financing statement.
c. Attachment of the security interest took place
when the loan was made and Pix executed the
security agreement.
d . Perfection of the security interest did not occur
because accounts receivable are intangibles.

58. Carr Corp. sells VCRs and video tapes to the public.
Carr sold and delivered a VCR to Sutter on credit. Sutter
executed and delivered to Carr a promissory note for the
purchase price and a security agreement covering the VCR.
Sutter purchased the VCR for personal use. Carr did not
file a financing statement. Is Carr’s security interest
perfected?
a. No, because the VCR was a consumer good.
b. No, because Carr failed to file a financing
statement.
c. Yes, because Carr retained ownership of the
VCR.
d. Yes, because it was perfected at the time of
attachment.

59. On June 15, Harper purchased equipment for
$100,000 from Imperial Corp. for use in its manufactur
ing process. Harper paid for the equipment with funds
borrowed from Eastern Bank. Harper gave Eastern a
security agreement and financing statement covering
Harper’s existing and after-acquired equipment. On
June 21, Harper was petitioned involuntary into bank
ruptcy under Chapter 7 of the Federal Bankruptcy Code.
A bankruptcy trustee was appointed. On June 23, Eastern
filed the financing statement. Which of the parties will have
a superior security interest in the equipment?
a. The trustee in bankruptcy, because the filing of
the financing statement after the commencement
of the bankruptcy case would be deemed a
preferential transfer.
b. The trustee in bankruptcy, because the trustee
became a lien creditor before Eastern perfected
its security interest.
c. Eastern, because it had a perfected purchase
money security interest without having to file a
financing statement.
d. Eastern, because it perfected its security interest
within the permissible time limits.

Question Num ber 2 Begins on Page 50
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Mathews has taken the following positions:

Number 2 (Estimated tim e-----15 to 20 minutes)
Prime Cars Partnership is a general partnership
engaged in the business of buying, selling, and servicing
used cars. Prime’s original partners were Baker and
Mathews, who formed the partnership three years ago under
a written partnership agreement, which provided that:

•

•

•

•

•

•

Profits and losses would be allocated 60% to Baker and
40% to Mathews.
Baker would be responsible for supervising Prime’s
salespeople and for purchasing used cars for inventory.
Baker could not, without Mathews’ consent, enter in
to a contract to purchase more than $15,000 worth of
used cars at any one time.
Mathews would be responsible for supervising Prime’s
service department.

•

Prime is not liable to Jaco because Baker entered into
the contract without Mathews’ consent.
In any event, Mathews is not liable to Jaco for more
than 40% of Jaco’s lost profits because of the original
partnership provisions concerning the sharing of profits
and losses.
Baker is liable to Mathews for any liability incurred
by Mathews under the Jaco contract.
Baker is liable to Prime for accepting the incentive
payments from Top.

KYA contends that none of its $25,000 capital contribu
tion should be applied to the Jaco liability and that, in any
event, KYA does not have any responsibility for the
obligation.
Required:
a. State whether Mathews’ positions are correct and
give the reasons for your conclusions.

On May 1, 1990, Baker entered into a contract on
Prime’s behalf with Jaco Auto Wholesalers, Inc. to
purchase 11 used cars from Jaco for a total purchase price
of $40,000. Baker’s agreement with Jaco provided that the
cars would be delivered to Prime on September 1. Baker
did not advise Mathews of the terms and conditions of the
contract with Jaco. Baker had regularly done business with
Jaco on behalf of Prime in the past, and on several occa
sions had purchased $12,000 to $15,000 of used cars from
Jaco. Jaco was unaware of the limitation on Baker’s
authority.
Baker also frequently purchased used cars for Prime
from Top Auto Auctions, Ltd., a corporation owned by
Baker’s Mend. Whenever Prime purchased cars from Top,
Baker would personally receive up to 5 % of the total pur
chase price from Top as an incentive to do more business
with Top. Baker did not tell Mathews about these payments.
On August 1, 1990, Baker and Mathews agreed to
admit KYA Auto Restorers, Inc. as a partner in Prime to
start up and supervise a body shop facility. KYA made a
$25,000 capital contribution and Prime’s partnership agree
ment was amended to provide that Prime’s profits and losses
would be shared equally by the partners.
On September 1, 1990, Mathews learned of the Jaco
contract and refused to accept delivery of the cars. Mathews
advised Jaco that Baker had entered into the contract without
Mathews’ consent as required by their agreement. Jaco has
demanded a payment of $10,000 from Prime for Jaco’s lost
profits under the contract.
Mathews has also learned about the incentive payments
made to Baker by Top.

b. State whether KYA’s contentions are correct and
give the reasons for your conclusions.
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First Auto is now insolvent and unable to satisfy its
obligation to River Oaks. Therefore, River Oaks has
demanded that Hillcraft pay $4,400, but Hillcraft has
refused, asserting:

Number 3 (Estimated tim e-----15 to 20 minutes)
River Oaks is a wholesale distributor of automobile
parts. River Oaks received the promissory note shown
below from First Auto, Inc., as security for payment of a
$4,400 auto parts shipment. When River Oaks accepted the
note as collateral for the First Auto obligation, River Oaks
was aware that the maker of the note, Hillcraft, Inc., was
claiming that the note was unenforceable because Alexco
Co. had breached the license agreement under which
Hillcraft had given the note. First Auto had acquired the
note from Smith in exchange for repairing several cars
owned by Smith. At the time First Auto received the note,
First Auto was unaware of the dispute between Hillcraft
and Alexco. Also, Smith, who paid Alexco $3,500 for the
note, was unaware of Hillcraft’s allegations that Alexco had
breached the license agreement.

PROMISSORY NOTE
Date:
Hillcraft, Inc.

_

Dollars

May 15, 1991 (maker may elect

to extend due date by 30 days)
thereon at the rate of

•

River Oaks is not a holder in due course of the note
because it received the note as security for amounts
owed by First Auto.

•

River Oaks is not a holder in due course because it was
aware of the dispute between Hillcraft and Alexco.

•

Hillcraft can raise the alleged breach by Alexco as a
defense to payment.

•

River Oaks has no right to the note because it was not
endorsed by Alexco.

•

The maximum amount that Hillcraft would owe under
the note is $4,000, plus accrued interest.

Required:
State whether each of Hillcraft’s assertions are correct
and give the reasons for your conclusions.

the sum of $4,400

______ Four Thousand and 00/100_________
on or before

The note is nonnegotiable because it references the
license agreement and is not payable at a definite time
or on demand.

1/14/90

_ promises to pay to

Alexco Co. or bearer

•

with interest

9 ½ % per annum.
Hillcraft, Inc.
By: P .J . H ill_________
P .J. Hill, President

Reference: Alexco Licensing Agreement

The reverse side of the note was endorsed as follows:
Pay to the order of First Auto without recourse
E. S m ith ____________
E. Smith
Pay to the order of River Oaks Co.
First Auto
By: G. F ir s t_________
G. First, President
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Required:
Answer the following questions and give the reasons
for your conclusions.

Number 4 (Estimated tim e-----15 to 20 minutes)
On February 1 , 1988, Tower and Perry, as tenants in
common, purchased a two-unit apartment building for
$250,000. They made a downpayment of $100,000, and
gave a $100,000 first mortgage to Midway Bank and a
$50,000 second mortgage to New Bank.
New was aware of Midway’s mortgage but, as a result
of a clerical error, Midway did not record its mortgage until
after New’s mortgage was recorded.
At the time of purchase, a $200,000 fire insurance
policy was issued by Acme Insurance Co. to Tower and
Perry. The policy contained an 80% coinsurance clause and
a standard mortgagee provision.
Tower and Perry rented an apartment to Young under
a month-to-month oral lease. They rented the other apart
ment to Zimmer under a three-year written lease.
On December 8, 1989, Perry died leaving a will
naming the Dodd Foundation as the sole beneficiary of
Perry’s estate. The estate was distributed on January 15,
1990. That same date, the ownership of the fire insurance
policy was assigned to Tower and Dodd with Acme’s con
sent. O n January 2 1 , 1990, a fire caused $180,000 in struc
tural damage to the building. At that time, its market value
was $300,000 and the Midway mortgage balance was
$80,000 including accrued interest. The New mortgage
balance was $40,000 including accrued interest.
The fire made Young’s apartment uninhabitable and
caused extensive damage to the kitchen, bathrooms, and
one bedroom of Zimmer’s apartment. On February 1 , 1990,
Young and Zimmer moved out. The resulting loss of income
caused a default on both mortgages.
On April 1, 1990, Acme refused to pay the fire loss
claiming that the required insurable interest did not exist
at the time of the loss and that the amount of the insurance
was insufficient to provide fu ll coverage for the loss. Tower
and Dodd are involved in a lawsuit contesting the owner
ship of the building and the claims they have both made for
any fire insurance proceeds.
On June 1 , 1990, Midway and New foreclosed their
mortgages and are also claiming any fire insurance proceeds
that may be paid by Acme.
On July 1, 1990, Tower sued Zimmer for breach of
the lease and is seeking to collect the balance of the lease
term rent.

a.

Who had title to the building on January 2 1 , 1990?

b. Did Tower and/or Dodd have an insurable interest
in the building when the fire occurred? If so, when would
such an interest have arisen?
c. Does Acme have to pay under the terms of the fire
insurance policy? If so, how much?
d. Assuming the fire insurance proceeds will be paid,
what would be the order of payment to the various parties
and in what amounts?
e. Would Tower succeed in the suit against Zimmer?

The above events took place in a notice-race statute
jurisdiction.
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Number 5 (Estimated tim e-----15 to 20 minutes)
Sleek Corp. is a public corporation whose stock is
traded on a national securities exchange. Sleek hired Garson
Associates, CPAs, to audit Sleek’s financial statements.
Sleek needed the audit to obtain bank loans and to make
a public stock offering so that Sleek could undertake a
business expansion program.
Before the engagement, Fred Hedge, Sleek’s president,
told Garson’s managing partner that the audited financial
statements would be submitted to Sleek’s banks to obtain
the necessary loans.
During the course of the audit, Garson’s managing
partner found that Hedge and other Sleek officers had
embezzled substantial amounts of money from the corpora
tion. These embezzlements threatened Sleek’s financial
stability. When these findings were brought to Hedge’s
attention, Hedge promised that the money would be repaid
and begged that the audit not disclose the embezzlements.
Hedge also told Garson’s managing partner that several
friends and relatives of Sleek’s officers had been advised
about the projected business expansion and proposed stock
offering, and had purchased significant amounts of Sleek’s
stock based on this information.
Garson submitted an unqualified opinion on Sleek’s
financial statements, which did not include adjustments for
or disclosures about the embezzlements and insider stock
transactions. The financial statements and audit report were
submitted to Sleek’s regular banks including Knox Bank.
Knox, relying on the financial statements and Garson’s
report, gave Sleek a $2,000,000 loan.
Sleek’s audited financial statements were also incor
porated in a registration statement prepared under the
provisions of the Securities Act of 1933. The registration
statement was filed with the SEC in conjunction with Sleek’s
public offering of 100,000 shares of its common stock at
$100 per share.
An SEC investigation of Sleek disclosed the
embezzlements and the insider trading. Trading in Sleek’s
stock was suspended and Sleek defaulted on the Knox loan.
As a result, the following legal actions were taken:
•

Knox sued Garson.

•

The general public purchasers of Sleek’s stock offer
ings sued Garson.

Required:
Answer the following questions and give the reasons for
your conclusions.
a.

Would Knox recover from Garson for fraud?

b. Would the general public purchasers of Sleek’s
stock offerings recover from Garson
1. Under the liability provisions of Section 11
of the Securities Act of 1933?
2. Under the anti-fraud provisions of Rule 10b-5
of the Securities Exchange Act of 1934?
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Accounting Theory
4.
An investor purchased a bond classified as a long-term
investment between interest dates at a discount. At the pur
chase date, the carrying amount of the bond is more than the

Number 1 (Estimated tim e-----90 to 110 minutes)
Instructions
Select the best answer for each of the following items
relating to a variety of issues in accounting. Use a soft
pencil, preferably No. 2, to blacken the appropriate circle
on the separate printed answer sheet to indicate your answer,
M ark only one answer for each item. Answer all items.
Your grade will be based on the total number of correct
answers.
The following is an example of the manner in which
the answer sheet should be marked:

a.
b.
c.
d.

Cash paid
to seller
No
No
Yes
Yes

Face amount
o f bond
Yes
No
No
Yes

5.
A 15-year bond was issued in 1980 at a discount. Dur
ing 1990, a 10-year bond was issued at face amount with
the proceeds used to retire the 15-year bond at its face
amount. The net effect of the 1990 bond transactions was
to increase long-term liabilities by the excess of the 10-year
bond’s face amount over the 15-year bond’s
a. Face amount.
b. Carrying amount.
c. Face amount less the deferred loss on bond
retirement.
d. Carrying amount less the deferred loss on bond
retirement.

Item
99. The financial statement that summarizes a company’s
financial position is the
a. Income statement.
b. Balance sheet.
c. Statement of cash flows.
d. Retained earnings statement.
Answer Sheet

6.
On March 1 , 1990, Clark Co. issued bonds at a dis
count. Clark incorrectly used the straight-line method
instead of the effective interest method to amortize the
discount. How were the following amounts, as of
December 31, 1990, affected by the error?

99.
1. Under FASB Statement of Financial Accounting
Concepts No. 5, which of the following items would cause
earnings to differ from comprehensive income for an enter
prise in an industry not having specialized accounting
principles?
a. Unrealized loss on investments in noncurrent
marketable equity securities.
b. Unrealized loss on investments in current
marketable equity securities.
c. Loss on exchange of similar assets.
d. Loss on exchange of dissimilar assets.

a.
b.
c.
d.

a.
b.
c.
d.

Retained
earnings
Overstated
Understated
Understated
Overstated

7. A temporary difference arises when which of the
following extraordinary items is included for tax purposes
this year after having been recognized in financial income
last year?

2. Could current cost financial statements report holding
gains for goods sold during the period and holding gains
on inventory at the end of the period?
Goods sold
Yes
Yes
No
No

Bond carrying
amount
Overstated
Understated
Overstated
Understated

Extraordinary gain
No
a.
Yes
b.
No
c.
Yes
d.

Inventory
Yes
No
Yes
No

Extraordinary loss
No
No
Yes
Yes

8.
Drew Co. produces expensive equipment for sale on
installment contracts. When there is doubt about eventual
collectibility, the income recognition method least likely
to overstate income is
a. At the time the equipment is completed.
b. The installment method.
c. The cost recovery method.
d. At the time of delivery.

3.
When computing purchasing power gain or loss on
net monetary items, which of the following accounts is
classified as nonmonetary?
a. Unamortized premium on bonds payable.
b. Accumulated depreciation of equipment.
c. Advances to unconsolidated subsidiaries.
d. Allowance for uncollectible accounts.
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Examination Questions — May 1991
9.
Bee Co. uses the direct write-off method to account
for uncollectible accounts receivable. During an account
ing period, Bee’s cash collections from customers equal
sales adjusted for the addition or deduction of the follow-

a.
b.
c.
d.

Accounts
written-off
Deduction
Addition
Deduction
Addition

13. On May 1 , 1990, Marno County issued property tax
assessments for the fiscal year ended June 3 0 , 1991. The
first of two equal installments was due on November 1,
1990. On September 1 , 1990, Dyur Co. purchased a 4-year
old factory in Marno subject to an allowance for accrued
taxes. Dyur did not record the entire year’s property tax
obligation, but instead records tax expenses at the end of
each month by adjusting prepaid property taxes or property
taxes payable, as appropriate. The recording of the
November 1, 1990, payment by Dyur should have been
allocated between an increase in prepaid property taxes and
a decrease in property taxes payable in which of the follow
ing percentages?

Increase in accounts
receivable balance
Deduction
Deduction
Addition
Addition

10. Gibbs C o. uses the allowance method for recogniz
ing uncollectible accounts. Ignoring deferred taxes, the
entry to record the write-off of a specific uncollectible
account
a. Affects neither net income nor working capital.
b. Affects neither net income nor accounts
receivable.
c. Decreases both net income and accounts
receivable.
d . Decreases both net income and working capital.

a.
b.
c.
d.

11. At the end of its first year of operations [December 31,
1990], Gold Co. reported a current deferred tax asset in
accordance with FASB Statement No. 96, Accounting fo r
Income Taxes. Will reversal of current temporary dif
ferences result in taxable or deductible amounts, and did
Gold have a 1990 profit or loss for tax purposes?

a.
b.
c.
d.

Taxable or
deductible amounts
Taxable
Taxable
Deductible
Deductible

14. At the end of 1989, Ritzcar Co. failed to accrue sales
commissions earned during 1989 but paid in 1990. The
error was not repeated in 1990. What was the effect of this
error on 1989 ending working capital and on the 1990
ending retained earnings balance?

Taxable status o f
1990 operations
Profit
Lo ss
Profit
Loss

a.
b.
c.
d.

12. On December 31, 1990, Oak Co. recognized a
receivable for taxes paid in prior years and refundable
th rough the carryback of all of its 1990 operating loss. Also,
Oak had a 1990 deferred tax liability derived from the tem
porary difference between tax and financial statement
depreciation, which reverses over the period 1991-1995.
The amount of this tax liability is less than the amount of
the tax asset. Which of the following 1990 balance sheet
sections should report tax-related items in accordance with
FASB Statement No. 96, Accounting fo r Income Taxes?
I.

II.
m.

,

1989 ending
working capital
Overstated
No effect
No effect
Overstated

1990 ending
retained earnings
Overstated
Overstated
No effect
No effect

15. An automobile dealer sells service contracts. The
contracts stipulate that the dealer will perform specific
repairs on covered vehicles. The contracts vary in length
from 12 to 36 months. Do the following increase when
service contracts are sold?

Current assets.
Current liabilities.
Noncurrent liabilities.
a. I only.
b. I a n d III.
c. I, II and III
d. II a n d III.

Percentage allocated to
Increase in
Decrease in
prepaid property
property taxes
taxes
payable
66⅔ %
33⅓ %
0%
100%
50%
50%
33⅓ %
66⅔ %

a.
b.
c.
d.

.
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Deferred
revenue
Yes
No
No
Yes

Service
revenue
Yes
No
Yes
No

Accounting Theory
20. Park Co. uses the equity method to account for its
January 1, 1990, purchase of Tun Inc.’s common stock.
On January 1, 1990, the fair values of Tun’s FIFO inven
tory and land exceeded their carrying amounts. How do
these excesses of fair values over carrying amounts affect
Park’s reported equity in Tun’s 1990 earnings?

16. A manufacturer of household appliances may incur
a loss due to the discovery of a defect in one of its products.
The occurrence of the loss is reasonably possible and the
resulting costs can be reasonably estimated. This possible
loss should be

a.
b.
c.
d.

Disclosed
in footnotes
No
Yes
Yes
No

Accrued
Yes
Yes
No
No

a.
b.
c.
d.

a.
b.
c.
d.

December 31,
1990
No effect
No effect
Decrease
No effect

January 12,
1991
Decrease
No effect
No effect
Decrease

a.
b.
c.
d.

a.
b.
c.
d.

Additional
paid-in capital
Decrease
Decrease
No effect
Decrease

I.
II

m

a.
b.
c.
d.

P ep’s consolidated
balance sheet
No
Yes
No
Yes

Unrealized temporary losses during the period.
Realized gains during the period.
Changes in the valuation allowance during the period.
a. III only.
b. II only.
c. I and II.
d. I, II , and III.

Retained
earnings
No effect
Decrease
Decrease
Decrease

23.
During 1990, Bay Co. constructed machinery for its
own use and for sale to customers. Bank loans financed
these assets both during construction and after construc
tion was complete. How much of the interest incurred
should be reported as interest expense in the 1990 income
statement?

19. Cricket Corp. issued, without consideration, rights
allowing stockholders to subscribe for additional shares at
an amount greater than par value but less than both market
and book values. When the rights are exercised, how are
the following accounts affected?
Retained
earnings
Decreased
Not affected
Decreased
Not affected

Shep’s
balance sheet
Yes
Yes
No
No

22.
For a marketable equity securities portfolio included
in noncurrent assets, which of the following amounts should
be included in the period’s net income?

18. On incorporation, Dee Inc. issued common stock at
a price in excess of its par value. No other stock transac
tions occurred except treasury stock was acquired for an
amount exceeding this issue price. If Dee uses the par value
method of accounting for treasury stock appropriate for
retired stock, what is the effect of the acquisition on the
following?
Net
common stock
No effect
Decrease
Decrease
No effect

Land excess
Decrease
No effect
Increase
No effect

21. Shep Co. has a receivable from its parent, Pep Co.
Should this receivable be separately reported in Shep’s
balance sheet and in Pep’s consolidated balance sheet?

17. A company declared a cash dividend on its common
stock on December 1 5 , 1990, payable on January 1 2 , 1991.
How would this dividend affect stockholders’ equity on the
following dates?
December 15,
1990
Decrease
Decrease
No effect
No effect

Inventory excess
Decrease
Decrease
Increase
Increase

Interest incurred
fo r machinery
fo r own use
a. All interest
incurred
b. All interest
incurred
c. Interest incurred
after completion
d. Interest incurred
after completion.

Additional
paid-in capital
Not affected
Not affected
Increased
Increased
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Interest incurred
fo r machinery
held fo r sale
All interest
incurred
Interest incurred
after completion
Interest incurred
after completion
All interest
incurred.

Examination Questions — May 1991
24. On December 1, 1990, Shine Co. agreed to sell a
business segment on March 1 , 1991. Throughout 1990 the
segment had operating losses that were expected to con
tinue until the segment’s disposition. However, the gain
on disposition was expected to exceed the segment’s total
operating losses in 1990 and 1991. The amount of estimated
net gain from disposal recognized in 1990 equals
a. Zero.
b. The entire estimated net gain.
c. All of the segment’s 1990 operating losses.
d. The segment’s December 1990 operating losses.

29. In determining earnings per share, interest expense,
net of applicable income taxes, on convertible debt that is
both a common stock equivalent and dilutive should be
a. Added back to net income for primary earnings
per share, and ignored for fully diluted earnings
per share.
b . Added back to net income for both primary earn
ings per share and fully diluted earnings per
share.
c. Deducted from net income for primary earnings
per share, and ignored for fully diluted earnings
per share.
d. Deducted from net income for both primary earn
ings per share and fully diluted earnings per
share.

25. A transaction that is unusual, but not infrequent,
should be reported separately as a(an)
a. Extraordinary item, net of applicable income
taxes.
b. Extraordinary item, but not net of applicable
income taxes.
c. Component of income from continuing opera
tions, net of applicable income taxes.
d. Component of income from continuing opera
tions, but not net of applicable income taxes.

30. In a statement of cash flows, if used equipment is sold
at a loss, the amount shown as a cash inflow from investing
activities equals the carrying amount of the equipment
a. Less the loss and plus the amount of tax
attributable to the loss.
b. Less both the loss and the amount of tax
attributable to the loss.
c. Less the loss.
d. With no addition or subtraction.

26. Gains or losses from the early extinguishment of debt,
if material, should be
a. Recognized in income before taxes in the period
of extinguishment.
b. Recognized as an extraordinary item in the period
of extinguishment.
c. Amortized over the life of the new issue.
d . Amortized over the remaining original life of the
extinguished issue.

31. In a statement of cash flows, which of the following
items is reported as a cash outflow from financing activities?
I. Payments to retire mortgage notes,
II . Interest payments on mortgage notes.
III. Dividend payments.

27. When a company changes the expected service life
of an asset because additional information has been
obtained, which of the following should be reported?

a.
b.
c.
d.

Pro forma effects
o f retroactive
application
Yes
No
Yes
No

a. I, II , and III .
b. II a n d III.
c. I only.
d. I a n d III.

Cumulative effect
o f a change in
accounting principle
Yes
Yes
No
No

32. The summary of significant accounting policies should
disclose the
a. Pro forma effect of retroactive application of an
accounting change.
b . Basis of profit recognition on long-term construc
tion contracts.
c. Adequacy of pension plan assets in relation to
vested benefits.
d. Future minimum lease payments in the aggregate
and for each of the five succeeding fiscal years.

28. Tay Co. uses the percentage-of-completion method
to account for a five-year construction contract. Third year
progress billings collected in the fourth year would
a. Be included in the calculation of third year
income.
b. Be included in the calculation of third year
income in so far as they exceeded second year
billings collected in the third year.
c. Be included in the calculation of fourth year
income.
d. Not be included in the calculation of third, fourth,
or fifth year incomes.

33. In financial reporting of segment data, which of the
following would be used to determine a segment’s operating
income?
a. Gain or loss on discontinued operations.
b. General corporate expense.
c. Sales to other segments.
d. Income tax expense.
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Accounting Theory
39. Four individuals who were previously sole proprietors
form a partnership. Each partner contributes inventory and
equipment for use by the partnership. What basis should
the partnership use to record the contributed assets?
a. Inventory at the lower of FIFO cost or market.
b . Inventory at the lower of weighted average cost
or market.
c. Equipment at each proprietor’s carrying amount.
d. Equipment at fair value.

34. Is the cumulative effect of an inventory pricing change
on prior years earnings reported separately between extraor
dinary items and net income for a change from
LIFO to
weighted average?
a.
Yes
b.
Yes
c.
No
d.
No

FIFO to
weighted average?
Yes
No
No
Yes

35. May Co. and Sty Co. exchanged nonmonetary assets.
The exchange did not culminate an earning process for
either May or Sty. May paid cash to Sty in connection with
the exchange. To the extent that the amount of cash exceeds
a proportionate share of the carrying amount of the asset
surrendered, a realized gain on the exchange should be
recognized by
a.
b.
c.
d.

May
Yes
Yes
No
No

40. Personal financial statements should report an invest
ment in life insurance at the
a. Face amount of the policy less the amount of
premiums paid.
b . Cash value of the policy less the amount of any
loans against it.
c. Cash value of the policy less the amount of
premiums paid.
d . Face amount of the policy less the amount of any
loans against it.

Sty
Yes
No
Yes
No

41. A department adds material at the beginning of a pro
cess and identifies defective units when the process is 40%
complete. At the beginning of the period, there was no work
in process. At the end of the period, the number of work
in process units equaled the number of units transferred to
finished goods. If all units in ending work in process were
66⅔ % complete, then ending work in process should be
allocated
a. 50% of all normal defective unit costs.
b. 40% of all normal defective unit costs.
c. 50% of the material costs and 40% of the con
version costs of all normal defective unit costs.
d. None of the normal defective unit costs.

36. A planned volume variance in the first quarter, which
is expected to be absorbed by the end of the fiscal period,
ordinarily should be deferred at the end of the first quarter
if it is
a.
b.
c.
d.

Favorable
Yes
No
No
Yes

Unfavorable
No
Yes
No
Yes

37. For a defined benefit pension plan, the discount rate
used to calculate the projected benefit obligation is deter
mined by the

a.
b.
c.
d.

Expected return
on plan assets
Yes
No
Yes
No

Actual return
on plan assets
Yes
No
No
Yes

42. A process costing system was used for a department
that began operations in January 1991. Approximately the
same number of physical units, at the same degree of
completion, were in work in process at the end of both
January and February. Monthly conversion costs are
allocated between ending work in process and units
completed. Compared to the FIFO method, would the
weighted average method use the same or a greater number
of equivalent units to calculate the monthly allocations?

38. At December 3 0 , 1990, Solomon Co. had a current
ratio greater than 1; 1 and a quick ratio less than 1: 1. On
December 3 1 , 1990, all cash was used to reduce accounts
payable. How did these cash payments affect the ratios?

a.
b.
c.
d.

Current ratio
Decreased
Decreased
Increased
Increased

Quick ratio
Decreased
Increased
Decreased
Increased

a.
b.
c.
d.
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Equivalent units fo r weighted
average compared to FIFO
January
February
Same
Same
Greater number
Greater number
Greater number
Same
Same
Greater number

Examination Questions — May 1991
43. During 1990, a department’s three-variance overhead
standard costing system reported unfavorable spending and
volume variances. The activity level selected for allocating
overhead to the product was based on 80% of practical
capacity. If 100% of practical capacity had been selected
instead, how would the reported unfavorable spending and
volume variances be affected?

a.
b.
c.
d.

Spending variance
Increased
Increased
Unchanged
Unchanged

47. Controllable revenues would be included in the per
formance reports of which of the following types of respon
sibility centers?

a.
b.
c.
d.

Volume variance
Unchanged
Increased
Increased
Unchanged

a.
b.
c.
d.

Investment centers
No
Yes
No
Yes

48. The discount rate (hurdle rate of return) must be deter
mined in advance for the
a. Payback period method.
b. Time adjusted rate of return method.
c. Net present value method.
d. Internal rate of return method.

44. Lanta Restaurant compares monthly operating results
with a static budget. When actual sales are less than budget,
would Lanta usually report favorable variances on variable
food costs and fixed supervisory salaries?

Variable food costs
Yes
Yes
No
No

Cost centers
Yes
Yes
No
No

49. In the profit-volume chart below, EF and GH repre
sent the profit-volume graphs of a single-product company
for 1989 and 1990, respectively.

Fixed supervisory
salaries
Yes
No
Yes
No

F (1989)
H(1990)
Volume

45. In an income statement prepared as an internal report
using the direct (variable) costing method, fixed selling and
administrative expenses would
a. Be used in the computation of the contribution
margin.
b. Be used in the computation of operating income
but not in the computation of the contribution
margin.
c. Be treated the same as variable selling and
administrative expenses.
d. Not be used.

If 1989 and 1990 unit sales prices are identical, how did
total fixed costs and unit variable costs of 1990 change com
pared to 1989?

46. In developing a predetermined factory overhead
application rate for use in a process costing system, which
of the following could be used in the numerator and
denominator?
Numerator
Actual factory
overhead.
b. Actual factory
overhead.
c. Estimated factory
overhead.
d. Estimated factory
overhead.
a.

a.
b.
c.
d.

Denominator
Actual machine
hours.
Estimated machine
hours.
Actual machine
hours.
Estimated machine
hours.

50.
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1990 total
fixed costs
Decreased
Decreased
Increased
Increased

1990 unit
variable costs
Increased
Decreased
Increased
Decreased

The economic order quantity formula assumes that
a. Purchase costs per unit differ due to quantity
discounts.
b. Costs of placing an order vary with quantity
ordered.
c. Periodic demand for the good is known.
d. Erratic usage rates are cushioned by safety
stocks.

Accounting Theory
56. Old equipment, which is recorded in the general fixed
asset account group, is sold for less than its carrying
amount. The sale reduces the investments in general fixed
assets’ balance by the
a . Difference between the cost of the equipment and
the sales price.
b. Difference between the carrying amount of the
equipment and the sales price.
c. Selling price of the equipment.
d. Carrying amount of the equipment.

51. The primary authoritative body for determining the
measurement focus and basis of accounting standards for
governmental fund operating statements is the
a. Governmental Accounting Standards Board
(GASB).
b . National Council on Governmental Accounting
(NCGA).
c . Government Accounting and Auditing Commit
tee of the AICPA (GAAC).
d. Financial Accounting Standards Board (FASB).
52. The budget of a governmental unit, for which the
appropriations exceed the estimated revenues, was adopted
and recorded in the general ledger at the beginning of the
year. During the year, expenditures and encumbrances were
less than appropriations; whereas revenues equaled
estimated revenues. The budgetary fund balance account is
a. Credited at the beginning o f the year and debited
at the end of the year.
b. Credited at the beginning of the year and not
changed at the end of the year.
c. Debited at the beginning of the year and credited
at the end of the year.
d. Debited at the beginning of the year and not
changed at the end of the year.

57. An alumnus donates securities to Rex College and
stipulates that the principal be held in perpetuity and
revenues be used for faculty travel. Dividends received
from the securities should
recognized as revenues in
a. Endowment funds.
b. Quasi-endowment funds.
c. Restricted current funds.
d. Unrestricted current funds.

58. A college’s plant funds group includes which of the
following subgroups?

53. Which of the following amounts are included in a
general fund’s encumbrance account?

I. Renewals and replacement funds,
II . Retirement of indebtedness funds.
III .
Restricted current funds.

I. Outstanding vouchers payable amounts.
II . Outstanding purchase order amounts,
III .
Excess of the amount of a purchase order over the
actual expenditure for that order.
a.
b.
c.
d.

I only.
I a n d III.
II only.
II a n d III.

a.
b.
c.
d.

I and I I

d.

I only.

59. In a government’s comprehensive annual financial
report (CAFR), account groups are included in which of
the following combined financial statements?

54. Tott City’s serial bonds are serviced through a debt
service fund with cash provided by the general fund. In a
debt service fund’s statements, how are cash receipts and
cash payments reported?
Cash receipts
Revenues
Revenues
Operating transfers
Operating transfers

a.

b. I and II.
c. II and III .

Cash payments
Expenditures
Operating transfers
Expenditures
Operating transfers

a.
b.
c.
d.

55. Taxes collected and held by Eldorado County for a
school district would be accounted for in which of the
following funds?
a. Trust.
b. Agency.
c. Special revenue.
d. Internal service.

Balance sheet
Yes
No
Yes
No

Statement o f revenues,
expenditures, and changes
in fund balances
No
Yes
Yes
No

60. Equipment donated for use in a hospital should be
reported as
a. Other operating revenues.
b. Nonoperating revenues.
c. Additions to the unrestricted funds balance.
d. Additions to the restricted funds balance.
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Examination Questions — May 1991
Num ber 2 (Estimated tim e ----- 15 to 25 minutes)

Num ber 3 (Estimated tim e ----- 15 to 25 minutes)

Pap Co. and Sib Co. plan to combine on December 31,
1990, with Sib becoming Pap’s subsidiary. Pap’s $1 par
value common stock will be exchanged, on a 3 for 1 basis,
for the majority of Sib’s outstanding $1 par value common
stock. Johnson continues to hold a minority interest in Sib.
There is neither treasury stock nor intercompany holdings.
Both companies use the same accounting methods and prac
tices, and have net assets with fair values in excess of
carrying amounts. Ignore any expense connected with the
combination.

Happlia Co. imports expensive household appliances.
Each model has many variations and each unit has an iden
tification number. Happlia pays all costs for getting the
goods from the port to its central warehouse in Des Moines.
After repackaging, the goods are consigned to retailers. A
retailer makes a sale, simultaneously buys the appliance
from Happlia, and pays the balance due within one week.
To alleviate the overstocking of refrigerators at a
Minneapolis retailer, some were reshipped to a Kansas City
retailer where they were still held in inventory at
December 31, 1990. Happlia paid the costs of this
reshipment.
Happlia uses the specific identification inventory
costing method.

Required:
a. What is the conceptual rationale used to account
for a business combination as a pooling of interests? Do
not discuss accounting entries or specific criteria required
for applying pooling-of-interests accounting.

Required:
a. In regard to the specific identification inventory
costing method
1. Describe its key elements.
2. Discuss why it is appropriate for Happlia to
use this method.

b. What percentage of Sib’s outstanding common
stock must be exchanged at December 31, 1990, so that
pooling-of-interests accounting is used for the combination?
c. If pooling-of-interests accounting is used, how
should the December 3 1 , 1990, consolidated balance sheet
report:
1. Assets and liabilities?
2. Investors’ interests?

b. 1. What general criteria should Happlia use to
determine inventory carrying amounts at December 31,
1990? Ignore lower of cost or market considerations.
2. Give four examples of costs included in these
inventory carrying amounts.
c. What costs should be reported in Happlia’s 1990
income statement? Ignore lower of cost or market con
siderations.
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Accounting Theory
N um ber 4 (Estimated tim e ----- 15 to 25 minutes)

N um ber 5 (Estimated tim e ----- 15 to 25 minutes)

On December 3 1 , 1989, Port Co. sold six-month old
equipment at fair value and leased it back. There was a loss
on the sale. Port pays all insurance, maintenance, and taxes
on the equipment. Th e lease provides for eight equal annual
payments, beginning December 31, 1990, with a present
value equal to 85% of the equipment’s fair value and sales
price. The lease’s term is equal to 80% of the equipment’s
useful life. There is no provision for Port to reacquire
ownership of the equipment at the end of the lease term.

Jay C o.’s 1990 consolidated financial statements
include two wholly owned subsidiaries, Jay Co. of Australia
(Jay A) and Jay Co. of France (Jay F). Functional curren
cies are the US dollar for Jay A and the franc for Jay F.
Required:
a. What are the objectives of translating a foreign
subsidiary’s financial statements?
b. How are gains and losses arising from translating
or remeasuring of each subsidiary’s financial statements
measured and reported in Jay’s consolidated financial
statements?

Required:
a. 1. Why is it important to compare an equipment’s
fair value to its lease payments’ present value and its useful
life to the lease term?
2. Evaluate Port’s leaseback of the equipment in
terms of each of the four criteria for determination of a
capital lease.

c. FASB Statement No. 52 identifies several
economic indicators that are to be considered both
individually and collectively in determining the functional
currency for a consolidated subsidary. List three of those
indicators.

b. How should Port account for the sale portion of
the sale-leaseback transaction at December 31, 1989?

d. What exchange rate is used to incorporate each
subsidiary’s equipment cost, accumulated depreciation, and
depreciation expense in Jay’s consolidated financial
statements?

c. How should Port report the leaseback portion of
the sale-leaseback transaction on its December 31, 1990,
balance sheet?
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Accounting Practice — Part I
Answer 4 (10 points)
Kem, Inc.
LONG-TERM RECEIVABLES SECTION
OF BALANCE SHEET
December 31, 1990

a.

9% note receivable from sale o f idle building, due in annual installments o f
$250,000 to May 1, 1992, less current installment
8% note receivable from officer, due December 31, 1992, collateralized by
5,0 0 0 shares o f K em , Inc. common stock with a fair value o f $225,000
Noninterest bearing note from sale o f patent, net o f 10% imputed interest,
due April 1, 1992
Installment contract receivable, due in annual installments o f $88,332 to
July 1, 1994, less current installment

$250,000

[ 1]

200,000
88,795

[ 2]

219,668

[3]

$758,463

Total long-term receivables

Kern, Inc.
SELECTED BALANCE SHEET ACCOUNTS
December 31, 1990

b.

Current portion o f long-term receivables:
$250,000
60,332

Note receivable from sale o f idle building
Installment contract receivable

[ 1]
[3]

$310,332

Total
Accrued interest receivable:
Note receivable from sale o f idle building
Installment contract receivable

$30,000
14,000

Total

c.

[4]
[5]

$44,000

Kem, Inc.
INTEREST REVENUE FROM LONG-TERM RECEIVABLES
AND GAINS RECOGNIZED ON SALE OF ASSETS
For the year ended December 31, 1990

Interest revenue:
Note receivable from sale o f idle building
Note receivable from sale o f patent
Note receivable from officer
Installment contract receivable from sale o f land
Total interest revenue

$52,500
6,195
16,000
14,000

[ 6]

[2]
[7]
[5]

$88,695

Gains recognized on sale o f assets:
Patent
Land
Total gains recognized

$ 44,600

[ 8]

100,000

[9]

$144,600
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Examination Answers — May 1991
A nsw er 4 (continued)

Explanation o f Amounts:
[1]

Long-term portion o f 9% note receivable at 12/31/90
Face amount, 5/1 /8 9
Less installment received 5 /1 /9 0

$750,000
2 5 0 ,000

Balance, 12/31/90
Less installment due 5/1/91

5 0 0 ,000
2 5 0 ,000

Long-term portion, 12/31/90
[2]

$250,000

Noninterest bearing note, net o f imputed interest at 12/31/90
Face amount, 4 /1 /9 0
Less imputed interest [$100,000 - $82,600 ($100,000 X 0.826)]
Balance, 4/1 /9 0
Add interest earned to 12/31/90 [$82,600

X

10%

$ 100,000
17,400
82,600
6,195

X

Balance, 12/31/90
[3]

$ 88,795

Long-term portion o f installment contract receivable at 12/31/90
Contract selling price, 7 /1 /9 0
Less cash down payment
Balance, 12/31/90
Less installment due 7/1/91 [$88,332 - $28,000 ($280,000

X

$400,000
120,000
10%)]

Long-term portion, 12/31/90
[4]

[5]

[6]

$219,668

Accrued interest — note receivable, sale o f idle building at 12/31/90
Interest accrued from 5/1 to 12/31/90 [$500,000 X 9% X

$ 30,000

Accrued interest — installment contract at 12/31/90
Interest accrued from 7/1 to 12/31/90 [$ 2 8 0 ,0 0 0 X 10% X

$ 14,000

½

]

Interest revenue — note receivable, sale o f idle building, for 1990
Interest earned from 1/1 to 5 /1 /90 [$750,000 X 9% X
Interest earned from 5/1 to 12/31/90 [$500,000 X 9% X 8/12 ]

$ 22,500
30,000

Interest revenue
[7]

[8]

$ 52,500

Interest revenue — note receivable, officer, for 1990
Interest earned 1/1 to 12/31/90 [$200,000 X 8 % ]

$ 16,000

Gain recognized on sale o f patent
Stated selling price
Less imputed interest

$100,000
17,400

Actual selling price
Less cost o f patent (net)
Carrying value 1/1/90
Less amortization 1/1 to 4 /1 /9 0 [$8,000

82,600
$40,000
X

Gain recognized
[9]

280,000
60,332

¼]

2,000

38,000
$ 44,600

Gain recognized on sale o f land
Selling price
Less cost

$400,000
300,000
$ 100,000

Gain recognized
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Accounting Practice — Part I
Answer 5 (10 points)
Cord Corp.
ADJUSTING JOURNAL ENTRIES
December 31, 1990
(Explanations not required)
Dr.
( 1)
Marketable equity securities
Realized gain on sale of marketable equity securities

Cr.

$ 30,000
$ 30,000

[a]

(2)

Unrealized loss on marketable equity securities
Allowance to reduce marketable equity securities to market value

(3)

13,000
13,000 [b]

66,000

Cost of sales
Inventories

66,000

(4)

48,000

Property and equipment
Income tax payable
Retained earnings

14,400
33,600

(5)

[c]
[c]

8,000

Depreciation
Accumulated depreciation

8,000 [d]
(6)

60,000

Estimated loss from lawsuit
Estimated liability from lawsuit

60,000

(7)

40,000

Deferred pension cost
Additional pension liability

40,000
(8)
21,900 [i]
13,200 [ii]

Deferred tax asset
Income tax payable
Income tax expense

35,100 [iii]
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Examination Answers — May 1991
Answer 5 (continued)
Supporting Computations fo r Number 8
Adjusted total incom e tax expense for 1990
Income before income tax, as reported
Add adjustment increasing income
Realized gain on sale o f securities

$640,000
3 0 ,000

Deduct adjustments decreasing income
Increase cost o f sales for inventory overstatement
Depreciation on pollution control devices

670,000
$66,000

8,000

7 4 ,000

Adjusted taxable income before income tax

$596,000

Adjusted actual incom e tax expense ($596,000 x 30%)

$178,800

Deferred income tax benefits — based on follow ing temporary differences:
Lawsuit expected to be settled in 1992
Unrealized loss on short-term marketable equity securities
Total future tax losses which can be carried back to 1990
[i]

[ii]

Deferred tax benefit o f loss carryback ($73,000

X

$60,000
13,000

[6]
[2]

$73,000

30%)

21,900

Adjusted income tax expense

$156,900

Income tax expense, as reported
Adjusted actual income tax expense

$192,000
178,800
$ 13,200

[iii]

Income tax expense, as reported
Adjusted incom e tax expense

$192,000
156,900
$ 35,100

Explanations o f Amounts
[a]

Gain on sale o f marketable equity securities
Selling price
Cost

$130,000

100,000

Gain
[b]

[c]

$ 30,000

A llowance to reduce marketable equity securities to market value
Marketable equity securities, at cost
Balance, 2 /2 /9 0 as reported
Adjustment for recording error
Adjusted balance, 12/31/90
Market valuation, 12/31/90

155,000
142,000

A llowance required, 12/31/90

$ 13,000

Prior year adjustment for pollution control devices
Cost o f installation, 12/29/89
Deduct incom e tax effect ($48,000 x 30%)

$ 48,000
14,400
$ 33,600

Credit adjustment to retained earnings, 1/1/90
[d]

$125,000
30,000

Depreciation for 1990 on pollution control devices
Cost o f the installation on 12/29/89

$ 48,000

$

Depreciation for 1990 ($48,000 ÷ 6 years)
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Examination Answers — May 1991
Uniform Certified Public Accountant Exam ination
Accounting P ra c tic e ----- P a rt II
May 1991

C andidate’s No..
State__________
Question No. 4 Page

Albury City
W ORKSHEET TO CORRECT TRIAL BALANCE
December 31, 1990

Trial
balance

Adjustments
Debit
Credit

General
fu n d

Debt
service
fu nd

Capital
projects
f und

$ 71,800

$6,000

$400,000

Account groups
General General
fixed
long-term
assets
debt

Debits:
Cash

$477,800

Expenditures

145,000

Estimated revenues

2 2 8,200

$ 2 8 ,0 0 0

[b]

Equipment

66 ,0 0 0

[c]

Encumbrances

10,000

[d]

10,000

3 ,400

[e]

3,400

24 ,0 0 0

[a]

24,000

3 9 4,000

[g]

$394,000

6,0 0 0

[g]

6,000

Supplies inventory
Taxes receivable —
current
Amount to be pro
vided for retirement
o f term bonds
Amounts available
in debt service
fund — term bonds
Totals

173,000
228,200
$66,000

$851,000

$510,400

$204,000

$204,000

$6,000

$400,000

$6,000

$400,000

$66,000

$400,000

Credits:
Appropriations
Revenues and other
financing sources

216,800

Bonds payable

400,000

4 0 0,000

[f]

6,0 0 0

6,0 0 0

[f]

Premium on bonds
payable
Fund balance

$ 13,200
406,000

[a]
[f]

400,000

[g]

24 ,2 0 0

230,000

$400,000

24,200

Vouchers payable

28,000

[b]

Investment in general
fixed assets —
general fu n d revenue

66,000

[c]

Reserved for
encumbrances

10,000

[d]

10,000

3,4 0 0

[e]

3,400

10,800

[a]

Reserved for sup
plies inventory
Estimated uncollectible
current taxes
Totals

$851,000

$937,400

$937,400
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28,000

$66,000

10,800
$510,400

$6,000

$400,000

$66,000

$400,000

Accounting Practice — Part II
Answer 4 (continued)
Albury City
WORKSHEET ADJUSTMENTS
December 31, 1990
(Not Required)

Debit
[a]

Taxes receivable — current
Estimated uncollectible current taxes
Revenues
To record current taxes receivable and amount estimated as
uncollectible, computed as follows:
Total tax levy
$205,200
= $216,000
Divided by % collectible
.95
Taxes receivable = $2 1 6 ,000 — $192,0 0 0 = $ 2 4 ,000
Estimated uncollectible
taxes = 5% X $216,000

[b]

[c]

[d]

[e]

[f]

[g]

Credit

$ 24,000
$ 10,800
13,200

= $ 10,800

Expenditures
Vouchers payable
To record liabilities unrecorded at year-end.

28,000

Equipment
Investment in general fixed assets — general fund revenue
To record purchase o f equipment from general fund revenue.

66,000

Encumbrances
Reserved for encumbrances
To record purchase orders outstanding at year-end.

10,000

28,000

Supplies inventory
Reserved for supplies inventory
To record inventory o f supplies on hand at year-end.

66,000

10,000
3,400
3,400

Bonds payable
Premium on bonds payable
Other financing sources
To reclassify bond proceeds.

400,000

Amount to be provided for retirement o f term bonds
Amounts available in debt service fund — term bonds
Bonds payable
To record bond issue and amount restricted for bond
retirement.

394,000

6,000
406,000
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Examination Answers — May 1991
Answer 5 (10 points)
a.

Spara Corp.
RELEVANT ANNUAL AFTER-TAX CASH FLOW S
CAD/CAM PR O JECT

Savings on elimination of current manual system (20,000 hrs. @ $20)
Operating costs of CAD/CAM system
$200,000
Depreciation of CAD/CAM system ($480,000/6)
80,000
Pre-tax savings
Less income taxes ($120,000 X 30%)
Increase in reported income
Add depreciation
Increase in annual net cash flows

b .1.

$400,000
280,000
120,000

36,000
84,000
80,000
$164,000

PAYBACK PERIOD

Cost, $480,000/Increase in annual net cash flows, $164,000

b.2.

2.93 years

INTERNAL RATE OF RETURN
Annual
cash flows
$164,000
164,000

Rate
24%
26%
2%

Present value
$495,280
473,140
$ 22,140

Factor
3.020
2.885

Investment
$480,000

Difference
$15,280

Interpolation:
22,140

X

.02 = .0138

Internal rate of return (.24 + .0138) = 25.38%

NET PRESENT VALUE

b.3.

Present value of annual net cash flows ($164,000
Less investment
Net present value

b.4.

X

3.326)

$545,464
480,000
$ 65,464

EXCESS PRESENT VALUE INDEX
$545,464
$480,000

Present value of annual net cash flows
Investment
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Answer 2 (10 points)

Answer 3 (10 points)

The auditors’ report contains the following deficiencies:

a. Taylor should consider performing the following pro
cedures in the audit of Palmer’s goodwill;

1. “ Independent” is omitted from the title of the
auditors’ report.

Trace the totals in the account analysis for each signifi
cant acquisition to the general ledger;

Introductory paragraph

Trace the opening balance to the audit working papers
for the preceding year;

2. Management’s responsibility for the financial
statements is omitted.

Examine supporting documents for evidence of
continued ownership of the acquisitions that resulted
in excess of costs over fair value of net assets;

3. The auditors’ responsibility to express an opinion on
the financial statements is omitted.

Review the reasonableness and consistency of applica
tion of the method of amortization used;

Scope paragraph

Determine that the amortization period is reasonable;

4. “Generally accepted auditing standards’’ should be
referred to, not standards established by the AICPA.

Recompute amortization;
5. Reference to assessing “ significant estimates made
by management” is omitted.

Determine that the carrying amount does not exceed
amounts properly allocable to future periods;

6. The concluding statement that the auditors ‘‘believe
that our audits provide a reasonable basis for our opinion’’
is omitted.

Assess whether there has been a permanent impairment
of value;

Explanatory paragraph

Trace amounts amortized during the period to the
related general ledger expense accounts;

7. Reference to the income tax basis of accounting as “ a
comprehensive basis of accounting other than generally
accepted accounting principles” is omitted.

Examine evidence supporting additions and reductions
during the year (e.g. contingency payments properly
capitalizable, reductions due to recovery of pre
acquisition taxes, etc.);

8. The statement that the financial statements are ‘‘not
designed for those who do not have access to the Partner
ship tax returns” is inappropriate.

Ascertain whether goodwill and amortization are pro
perly described and classified in the financial statements
and disclosed in the notes to the financial statements.

Opinion paragraph

b. The two significant assertions that Taylor would be
most concerned with relative to Palmer’s goodwill are
valuation or allocation, and presentation and disclosure.
Taylor would be most concerned with the risk of the loss
of recoverablity of the goodwill’s market value due to not
meeting profit expectations, and the risk of inadequate
disclosure or presentation in the financial statements.

9. The income tax basis of accounting “ described in
Note A ” should be referred to, not “ generally accepted
accounting principles.”
10. There should be no reference to consistency unless
the accounting principles have not been applied consistently.
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Auditing
Answer 4 (10 points)

Answer 5 (10 points)

The internal control procedures that most likely would
provide reasonable assurance that specific control objec
tives for the financial statement assertions regarding
purchases and accounts payable will be achieved are

The factors most likely to have an effect on the risk of
material misstatements and their resulting effect include the
following:
Environmental factor
Government regulation over
the banking industry is
extensive.

1. Proper authorization of requisitions by department
head is required before purchase orders are prepared.
2. Purchasing department assures that requisitions are
within budget limits before purchase orders are
prepared.
3. The adequacy of each vendor’s past record as a sup
plier is verified.
4. Secure facilities limit access to the goods during the
receiving activity.
5. Receiving department makes a blind count of the
goods received, independently of any other
department.
6. The requisitioning department head independently
verifies the quantity and quality of the goods received.
7. Requisitions, purchase orders, and receiving reports
are matched with vendor invoices as to quantity and
price.
8. Accounts payable department recomputes the
mathematical accuracy of each invoice.
9. The voucher register is independently reconciled to
the control accounts monthly.
10. All supporting documentation is required for payment
and is made available to the treasurer.
11. The purchasing, receiving, and accounts payable
functions are segregated.
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Effect on risk o f
material misstatements
Decrease

NFB operates profitably in a
growing prosperous area.

Decrease

O verall dem and for the
industry’s product is high.

Decrease

Interest rates have been
volatile recently.

Increase

The availability of funds for
additional m ortgages is
promising.

Decrease

The principal shareholder is
also the chief executive officer
and controls the board of
directors.

Increase

Branch management is com
pensated based on branch
profitability.

Increase

The internal auditor reports
directly to the chairman of the
board’s audit committee, a
minority shareholder.

Decrease

The accounting department
has experienced little turnover
in personnel recently.

Decrease

NFB is a continuing audit
client.

Decrease

Management fails to establish
proper procedures to provide
reasonable assurance of
reliable accounting estimates.

Increase

Management has been recep
tive to Green’s suggestions
relating to accounting
adjustments.

Decrease

NFB recently opened a new
branch office that is not yet
profitable.

Increase

NFB recently installed a new
sophisticated
com puter
system.

Increase
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Business Law
Answer 2 (10 points)

Answer 3 (10 points)

a. 1. Mathews’ first position is incorrect. A partner is
considered an agent of the partnership in carrying out its
usual business. In this case, Baker lacked actual authority
to bind Prime to the Jaco contract; however, Baker did have,
from Jaco’s perspective, apparent authority to do so because
of the general character of Prime’s business and, more
important, because Baker had previously purchased cars
from Jaco on Prime’s behalf. Jaco was not bound by the
limitation on Baker’s authority unless Jaco was aware of it.
2. Mathews’ second position is also incorrect. As a
general rule, a partner is liable for the debts of the partner
ship, and a third party is not bound by the profit and loss
sharing agreements between partners because the third party
is not a party to the partnership agreement. Therefore, Jaco
can look to Prime’s assets and Mathews’ personal assets
to satisfy the obligation.
3. Mathews’ third position is correct. A partner is
liable to other partners for any liability associated with
contracts entered into ostensibly on behalf of the partner
ship but outside the partner’s actual authority. In this case,
because Baker violated the agreement with Mathews con
cerning the $15,000 limitation on used car purchases, Baker
will be liable to Mathews for any liability that Mathews may
have to Jaco.
4. Mathews’ fourth position is also correct. A part
ner owes a fiduciary duty (that is, a duty of loyalty) to the
partnership and every other partner. A partner may not
benefit directly or indirectly at the expense of the partner
ship. A partner must account to the partnership for any
benefits derived from the partnership’s business without
the consent or knowledge of the other partners. In this case,
Baker was not entitled to accept and retain the incentive
payments made by Top. Doing so violated Baker’s fiduciary
duty to Prime and Mathews. Baker must account to Prime
for all the incentive payments received.

Hillcraft’s first assertion, that the note is nonnegotiable
because it references the license agreement and is not
payable at a definite time or on demand, is incorrect. The
note is negotiable despite the reference to the license agree
ment because it does not make the note subject to the terms
of the agreement; rather, the reference is regarded only as
a recital of its existence.
Also, Hillcraft’s right to extend the time for payment
does not make the note nonnegotiable because the exten
sion period is for a definite period of time.
Hillcraft’s second assertion, that River Oaks is not a
holder in due course (HDC) because it received the note
as security for an existing debt and, therefore, did not give
value for it, is incorrect. Under the UCC Commercial Paper
Article, a holder does give value for an instrument when
it is taken in payment of, or as security for, an antecedent
claim.
Hillcraft’s third assertion, that River Oaks is not an
HDC because River Oaks was aware of Alexco’s alleged
breach of the license agreement, is correct. If a holder of
a note is aware of a dispute when it acquires the note, that
holder cannot be an HDC because it took with notice.
Hillcraft’s fourth assertion, that it can raise the alleged
breach by Alexco as a defense to payment of the note, is
incorrect. Even though River Oaks is not an HDC under
the UCC “ shelter provision,” it is entitled to the protec
tion of an HDC because it took the instrument from First
Auto, which was an HDC. Therefore, River Oaks did not
take the note subject to Hillcraft’s defense based on the
alleged breach by Alexco. Hillcraft’s defense is considered
a personal defense and can only be used by Hillcraft against
Alexco.
Hillcraft’s fifth assertion, that River Oaks has no right
to the note because it was not endorsed by Alexco, is
incorrect. River Oaks acquired rights to the Hillcraft note
without Alexco’s endorsement because the note was a
bearer instrument as a result of it being payable to ‘‘Alexco
Company or bearer.’’ A bearer instrument can be negotiated
by delivery alone.
Hillcraft’s final assertion, that the maximum amount
Hillcraft would owe under the note is $4,000, plus accrued
interest, is correct. If there is a conflict between a number
written in numerals and also described by words, the words
take precedence. Therefore, Hillcraft’s maximum poten
tial principal liability is $4,000 under the note.

b. KYA’s contention that its $25,000 capital contribution
cannot be used to satisfy Prime’s obligation to Jaco is
incorrect. A new partner is liable for partnership liabilities
that arose prior to the new partner’s admission, but the
liability is limited to the partner’s capital contribution and
interest in partnership property. Therefore, KYA’s liability
is limited to its capitalcontribution and its interest as a part
ner in Prime’s assets.
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Answer 4 (10 points)
e. Tower would not be able to collect rent from Zimmer
for the balance of the term of the lease because Zimmer
moved as a result of the extensive fire damage to the apart
ment. The implied warranty of habitability would be
considered breached by the landlord and a constructive
eviction of Zimmer would be deemed to have taken place
because the premises could no longer be used for their
intended purpose. Constructive eviction releases both the
landlord and the tenant from their obligations under the
lease.

a. Tower and Perry owned the property as tenants in com
mon. This form of ownership allows either party to dispose
of his or her undivided interest by sale or on death. Any
person purchasing or inheriting Perry’s interest would
become a tenant in common with Tower. Thus, on
January 2 1 , 1990, Tower and Dodd are tenants in common,
each owning a one-half undivided interest in the house.
b. Both Tower and Dodd have an insurable interest in the
house. Tower’s interest arose when the property was pur
chased, continued when the insurance policy was
purchased, and still existed at the time of the fire loss.
Dodd’s interest arose when Dodd inherited Perry’s
interest in the house. Acme’s consent to the assignment of
the policy to Tower and Dodd entitles Dodd to a share of
the proceeds of the policy.
c. Acme would have to honor the insurance contract and
pay part of the loss. Despite Tower and Perry not main
taining insurance coverage of 80% of the property’s market
value, the coinsurance clause allows for a percentage of
recovery. The formula is as follows:
Amount of Coverage
Actual Market Value X Coinsurance

X

Amount of Loss

This would allow a recovery as follows:
$ 200,000

$300,000

X

X

.8

$180,000 = $150,000

d. The conflict between Midway and New would be
resolved in favor of Midway. In a notice-race statute
jurisdiction, New’s knowledge of Midway’s first mortgage
would give Midway priority despite New’s earlier filing.
The insurance proceeds would be distributed as follows:
•

$80,000 to Midway representing the balance due on
the mortgage including accrued interest. This is due
because Midway as a mortgagee is included as a con
tingent beneficiary in the policy.

•

$40,000 to New for the same reasons as above but not
paid unless and until Midway is fully paid.

•

$30,000 to be divided equally between Tower and
Dodd as tenants in common.
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Business Law
Answer 5 (10 points)
a. Knox would recover from Garson for fraud. The
elements of fraud are: the misrepresentation of a material
fact (because Garson issued an unqualified opinion on
misleading financial statements. Garson’s opinion did not
include adjustments for or disclosures about the
embezzlements and insider stock transactions); with
knowledge or scienter (because Garson was aware of the
embezzlements and insider stock transactions); and a loss
sustained by Knox (because of Sleek’s default on the loan).
b. 1. The general public purchasers of Sleek’s stock
offerings would recover from Garson under the liability pro
visions of Section 11 of the Securities Act of 1933. Section
11 of the Act provides that anyone, such as an accountant,
who submits or contributes to a registration statement or
allows material misrepresentations or omissions to appear
in a registration statement is liable to anyone purchasing
the security who sustains a loss. Under the facts presented,
Garson could not establish a “ due diligence’’ defense to
a Section 11 action because it knew that the registration
statement failed to disclose material facts.
b. 2. The general public purchasers of Sleek’s stock
offerings would also recover from Garson under the anti
fraud provisions of Section 10(b) and Rule 10b-5 of the
Securities Exchange Act of 1934. Under Rule 10b-5,
Garson’s knowledge that the registration statement failed
to disclose a material fact, such as the insider trading and
the embezzlements, is considered a fraudulent action. The
omission was material. Garson’s action was intentional or,
at a minimum, a result of gross negligence or recklessness
(scienter). These purchasers relied on Garson’s opinion on
the financial statements and incurred a loss.
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Accounting Theory
Answer 2 (10 points)

Answer 3 (10 points)

a. A business combination accounted for as a poolingof-interests is a continuation of ownership interests of
previously separate companies. Each stockholder group
retains risk and benefit elements from its former investments
to which are added risks and benefits obtained through
mutual exchanges with the other group or groups. Total
resources of the pooled entity remain intact.

a. 1. The specific identification method requires each
unit to be clearly distinguished from similar units either
by description, identification number, location, or other
characteristic. Costs are accumulated for specific units and
expensed as the units are sold. Thus, the specific identifica
tion method results in recognized cost flows being iden
tical to actual physical flows. Ideally, each unit is relatively
expensive and the number of such units relatively few so
that recording of costs is not burdensome. Under the specific
identification method, if similar items have different costs,
cost of goods sold is influenced by the specific units sold.
2. It is appropriate for Happlia to use the specific
identification method because each appliance is expensive,
and easily identified by number and description. The
specific identification method is feasible because Happlia
already maintains records of its units held by individual
retailers. Management’s ability to manipulate cost of goods
sold is minimized because once the inventory is in retailer’s
hands Happlia’s management cannot influence the units
selected for sales.

b. At least 90% of Sib’s outstanding common stock must
be exchanged on December 31, 1990, for the combina
tion to be treated as a pooling-of-interests.
c. 1. The December 31, 1990, consolidated balance
sheet reports assets and liabilities at the sum of Pap’s and
Sib’s carrying amounts before the combination.
2. Johnson’s proportional ownership in Sib is
reported as a minority interest regardless of the type of
combination accounting. In pooling-of-interests account
ing, to report the controlling stockholders’ equity, the
balance of Sib’s stockholders’ equity is added to Pap’s
stockholders’ equity before the combination, with com
ponents as follows:
•

Common stock equals the par value of Pap’s common
stock outstanding after the combination.

•

Additional paid-in capital equals the sum of the two
companies’ additional paid-in capital before the com
bination less:
-

Johnson’s proportional interest in Sib’s
additional paid-in capital, and

-

Excess of the par value of new Pap stock
issued over par value of Sib stock
exchanged.

b. 1. Happlia should include in inventory carrying
amounts all necessary and reasonable costs to get an
appliance into a useful condition and place for sale. Com
mon (or joint) costs should be allocated to individual units.
Such costs exclude the excess costs incurred in transport
ing refrigerators to Minneapolis and their reshipment to
Kansas City. These units costs should only include nor
mal freight costs from Des Moines to Kansas City. In
addition, costs incurred to provide time utility to the goods,
i.e. ensuring that they are available when required, will
also be included in inventory carrying amounts.
2. Examples of inventoriable costs include the unit
invoice price, plus an allocated proportion of the port han
dling fees, import duties, freight costs to Des Moines and
to retailers, insurance costs, repackaging, and warehous
ing costs.

If a negative amount arises from this calculation it is
deducted from combined retained earnings.
•

Retained earnings equals the sum of the separate
retained earnings before the combination less
-

Johnson’s proportional interest in Sib’s
retained earnings, and

-

Any deduction, as noted above, required
for the issue of Pap’s common stock.

c. The 1990 income statement should report in cost of
goods sold all inventory costs related to units sold in 1990,
regardless of when cash is received from retailers. Excess
freight costs incurred for shipping the refrigerators from
Minneapolis to Kansas City should be included in deter
mining operating income.
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Examination Answers — May 1991
Answer 4 (10 points)

Answer 5 (10 points)

a. 1. Comparisons of an equipment's fair value to its
lease payments’ present value, and of its useful life to the
lease term, are used to determine whether the lease is
equivalent to an installment sale, and therefore is a capital
lease.
2. A lease is categorized as a capital lease, if, at the
date of the lease agreement, it meets any one of four criteria.
As the lease has no provision for Port to reacquire owner
ship of the equipment, it fails the two criteria of transfer
of ownership at the end of the lease and a bargain purchase
option. Port’s lease payments, with a present value equal
ing 85% of the equipment’s fair value, fail the criterion
for a present value equaling or exceeding 90% of the equip
ment’s fair value. However, the lease would be classified
as a capital lease, because its term of 80% of the equip
ment’s estimated useful life exceeds the criterion of being
at least 75% of the equipment’s estimated useful life.

a. The objectives of translating a foreign subsidiary’s
financial statements are to:
•

Provide information that is generally compatible with
the expected economic effects of a rate change on a
subsidiary’s cash flows and equity.

•

Reflect the subsidiary’s financial results and relation
ships in single currency consolidated financial
statements, as measured in its functional currency and
in conformity with GAAP.

b. Applying different exchange rates to the various finan
cial statement accounts causes the restated statements to
be unbalanced. The amount required to bring the restated
statements into balance is termed the gain or loss from the
translation or remeasurement. The gain or loss arising from
remeasuring Jay A ’s financial statements is reported in the
consolidated income statement. The gain or loss arising
from translating Jay F ’s financial statements is reported
separately under stockholders’ equity in the balance sheet.

b. Port should account for the sale portion of the saleleaseback transaction at December 31, 1989, by increas
ing cash for the sale price, decreasing equipment by the
carrying amount, and recognizing a loss for the excess of
the equipment’s carrying amount over its sale price.

c. The functional currency is the foreign currency or
parent’s currency that most closely correlates with the
following economic indicators:

c. On the December 3 1 , 1990, balance sheet, the equip
ment should be included as a fixed asset, at the lease pay
ments’ present value at December 31, 1989, less 1990
amortization.
On the December 31, 1990, balance sheet, the lease
obligation will equal the lease payments’ present value at
December 31, 1989, less principal repaid December 31,
1990. This amount will be reported in current liabilities
for the principal to be repaid in 1991, and the balance in
noncurrent liabilities.

Cash flow indicators
Sales price indicators
Sales market indicators
Expense indicators
Financing indicators
Intercompany transactions and arrangement indicators
d. All accounts relating to Jay A ’s equipment are
remeasured by the exchange rate prevailing between the
US and Australian dollars at the time equipment was
purchased.
All accounts relating to Jay F’s equipment are translated
by the current exchange rates prevailing between the US
dollar and French franc. For the equipment cost and ac
cumulated depreciation this is the current exchange rate
at December 3 1 , 1990. Depreciation expense is translated
at the rate prevailing on the date the depreciation expense
was recognized or an appropriate weighted average
exchange rate for 1990.
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INDEX - QUESTIONS
HOW TO USE THIS INDEX: This index presents examination question number references for the four sections of the CPA
examination —Accounting Practice Parts I and II , Auditing, Business Law, and Accounting Theory. Each examination section
has been organized according to its content specification outline, with questions indexed according to the areas and groups tested.
The question references listed in the right-hand column are designated as follows: The question numbers for the Accounting Prac
tice section are followed by I for Part I and II for Part II. The letter M following question numbers indicates a multiple choice
item. For example, the reference 17M-I means multiple choice item number 17 for Accounting Practice Part I; the reference 5-I
means problem number 5 for Accounting Practice Part I. For the Auditing, Business Law, and Accounting Theory sections, absence
of the letter M indicates an essay question number.

Accounting Practice — Content Specification Outline
I.

Presentation of Financial Statements or Worksheets.
A.
B.
C.
D.
E.

II.

Measurement, Valuation, Realization, and Presentation
of Assets in Conformity With Generally Accepted Account
ing Principles.
A.
B.
C.
D.
E.

III.

Cash, Marketable Securities, and Investm ents.............
Receivables and A ccruals...............................................
Inventories ........................................................................ 21M-I
Property, Plant, and EquipmentOwned or L eased.......23M-I,24M-I,25M-I,26M-I,27M-I
Intangibles and Other A ssets......................................... 22M-I,28M-I,29M-I,30M-I,31M-I,32M-I

Valuation, Recognition, and Presentation of Liabilities
in Conformity With Generally Accepted Accounting
Principles.
A.
B.
C.
D.
E.
F.

I V.

Balance S h e e t................................................................... 1M-I,2M-I,4-I,5-I
Income Statem ent............................................................ 3M-I,5M-I
Statement of Cash F lo w s................................................4M-I,6M-I,8M-I,9M-I,10M-I,11M-I
Statement of Owners’ E q u ity .........................................12M-I,18M-I,19M-I,20M-I
Consolidated Financial Statements or W orksheets........7M-I,13M-I,14M-I,15M-I,16M-I,17M-I

Payables and A ccruals.................................................... 33M-I,34M-I,35M-I,36M-I,37M-I,38M-I,39M-I
Deferred Revenues...........................................................40M-I,43M-I,44M-I
Deferred Income Tax Liabilities.....................................41M-I
Capitalized Lease Liability.............................................. 42M-I,45M-I
Bonds P ayable................................................................... 46M-I,47M-I
Contingent Liabilities and Commitments......................

Ownership Structure, Presentation, and Valuation of
Equity Accounts in Conformity With Generally Accepted
Accounting Principles.
A.
B.
C.
D.
E.
F.
G.

Preferred and Common S to ck .........................................4M-II
Additional Paid-in C apital................................................6M-II
Retained Earnings and D ividends................................... 7M-II,12M-II
Treasury Stock and Other Contra A ccounts.................
Stock Options, Warrants, and R ig h ts............................ 5M-II
Reorganization and Change in E n tity .............................13M-II,14M-II
Partnerships .......................................................................1M-II,2M-II,3M-II
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Index
Accounting Practice — Content Specification Outline (cont.)
V. Measurement and Presentation of Income and Expense
Items, Their Relationship to Matching and Periodicity,
and Their Relationship to Generally Accepted Accounting
Principles.
A.
B.
C.
D.

Revenues and G a in s.........................................................48M-I,49M-I,50M-I,52M-I,53M-I
Expenses and L o sses....................................................... 51M-I,54M-I,55M-I,56M-I,57M-I,58M-I
Provision for Income T a x ...............................................
Recurring Versus Nonrecurring Transactions and
Events .................................................................................
E. Accounting C hanges......................................................... 59M-I,60M-I
F. Earnings Per S h a re ..........................................................

VI.

Other Financial Topics.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.
L.

VII.

Disclosures in Notes to the Financial Statements........
Accounting Policies.........................................................
Nonmonetary Transactions..............................................
Interim Financial Statem ents...........................................
Historical Cost, Constant Dollar Accounting, and
Current C o s t......................................................................
Gain Contingencies........................................................... 15M-II
Segments and Lines of B usiness..................................... 11M-II,16M-II
Employee B enefits.............................................................17M-II
Analysis of Financial Statements..................................... 18M-I I
Development Stage Enterprises......................................
Personal Financial Statem ents.........................................8M-II,9M-II,10M-II
Combined Financial Statem ents...................................... 19M-II,20M-II

Cost Accumulation, Planning, and Control.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.

Nature of Cost Elem ents.................................................
Process and Job Order C osting......................................
Standard C osting...............................................................
Joint and By-Product Costing, Spoilage,
Waste, and S c ra p .............................................................
Absorption and Variable C osting...................................
Budgeting and Flexible Budgeting.................................
Breakeven and Cost-Volume-Profit A nalysis...............
Capital Budgeting Techniques.........................................5-II
Performance A nalysis......................................................
Other .................................................................................. 5-n

VIII. Not-for-Profit and Governmental Accounting.
A. Fund A ccounting............................................................... 4-II
B. Types of Funds and Account G roups............................ 4-II
C. Presentation of Financial Statements for Various
Not-for-Profit and Governmental Organizations..........
D. Various Types of Not-for-Profit and
Governmental Organizations...........................................
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Accounting Practice — Content Specification Outline (cont.)
IX.

Federal Taxation — Individuals, Estates, and Trusts.
A. Inclusions for Gross Income and Adjusted Gross
Income ............................................................................... 21M -n,22M -n,23M -n,24M -n,25M -II,28M-II
B. Exclusions and Adjustments to Arrive at Adjusted
Gross Incom e....................................................................
C. Gain or Loss on Property Transactions.........................
D. Deductions from Adjusted GrossIncom e...................... 26M-II,27M-II,29M-II,30M-II,31M-II,32M-II
E. Filing Status and Exem ptions......................................... 34M-II
F. Tax Computations and C red its...................................... 33M-II
G. Statute of Lim itations......................................................
H. Estate and Gift Taxation and Income Taxation of
Estates and T ru s ts ........................................................... 35M-II,36M-II,37M-II,38M-II,39M-II,40M-II

X. Federal Taxation — Corporations, Partnerships, and
Exempt Organizations.
A. Determination of Taxable Income or L o s s .................... 44M-II,45M-II,46M-II,47M-II,48M-II,49M-II,
50M-II, 51M-II,52M-II,53M-II
B. Tax Computations and C red its...................................... 55M-II
C. S Corporations.................................................................56M-II,57M-II
D. Personal Holding Com panies......................................... 54M-II
E. Accumulated Earnings T a x ............................................42M-II
F. Distributions ......................................................................
G. Tax-Free Incorporation...................................................
H. Reorganizations ................................................................. 43M-II
I. Liquidations and Dissolutions........................................
J. Formation of Partnership.................................................
K. Basis of Partner’s In terest................................................58M-II
L. Determination of Partner’s Taxable Income and
Partner’s Elections............................................................
M. Accounting Periods of Partnership and P artn ers..........
N. Partner Dealing With Own Partnership..........................59M-II
O. Treatment of Liabilities.................................................... 60M-II
P. Distribution of Partnership A ssets.................................
Q. Termination of Partnership..............................................
R. Types of Organizations....................................................
S. Requirements for Exem ption..........................................
T. Unrelated Business Incom e............................................. 41M-II
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Auditing — Content Specification Outline
I.

Professional Responsibilities.
A. General Standards and Code of Professional Conduct .52M,57M
B. Control of the A u d it.........................................................5
C. Other Responsibilities...................................................... 51M, 56M, 58M

II.

Internal Control.
A.
B.
C.
D.

III.

Evidence and Procedures.
A.
B.
C.
D.

IV.

Definitions and Basic C oncepts..................................... 21M,22M, 23M
Consideration of the Internal ControlStructure.............24M,25M,26M,27M
Cycles .................................................................................4,28M,29M,30M,31M,32M
Other Considerations....................................................... 33M,34M,35M,36M,37M,39M,40M,47M

Audit Evidence................................................................. 1M,2M,3M,4M,5M,6M,7M
Specific Audit Objectives and Procedures.....................3,8M,9M,10M,11M,12M,13M
Other Specific Audit T o p ics........................................... 14M,15M,16M,17M,18M
Review and Compilation Procedures............................. 19M,20M

Reporting.
A. Reporting Standards and Types of R eports.................. 2,38M,41M,42M,43M,44M,45M,46M,48M,49M,
50M,53M,59M,60M
B. Other Reporting Considerations..................................... 54M,55M
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Business Law — Content Specification Outline
I.

The CPA and the Law.
A. Common Law Liability to Clients
and Third P ersons........................................................... 5
B. Federal Statutory Liability............................................. 5
C. Workpapers, Privileged Communication, and
Confidentiality....................................................................

II.

Business Organizations.
A.
B.
C.
D.

III.

A g ency...............................................................................1M,2M,3M
Partnerships and Joint V entures.....................................2
Corporations ......................................................................4M,5M,6M,7M
Estates and T ru s ts ........................................................... 8M,9M,10M

Contracts.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.

Offer and Acceptance..................................................... 11M,12M
Consideration .................................................................... 16M
Capacity, Legality, and Public P o lic y ..........................13M
Statute of F ra u d s.............................................................. 14M,17M
Statute of Lim itations......................................................15M
Fraud, Duress, and Undue Influence.............................20M
Mistake and M isrepresentation...................................... 21M
Parol Evidence R u le ........................................................ 18M,22M
Third Party R ig h ts........................................................... 19M
Assignments...................................................................... 28M
Discharge, Breach, and R em edies.................................23M,24M

IV. Debtor-Creditor Relationships.
A. Suretyship ..........................................................................25M,26M,27M
B. Bankruptcy ........................................................................ 29M,30M,31M,32M,33M,34M,35M
V.

Government Regulation of Business.
A. Regulation of Em ploym ent............................................. 36M,37M,38M
B. Federal Securities A c ts ...................................................39M,40M,41M,42M,44M,45M,46M

VI.

Uniform Commercial Code.
A.
B.
C.
D.

VII.

Commercial P a p e r........................................................... 3
Documents of Title and Investment Securities............47M
Sales ................................................................................... 43M,48M,49M,50M,51M,52M,53M,54M,55M,56M
Secured Transactions.......................................................57M,58M,59M,60M

Property.
A. Real and Personal P roperty............................................4
B. Mortgages ..........................................................................4
C. Fire and Casualty Insurance.......................................... 4
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Accounting Theory — Content Specification Outline
I.

General Concepts, Principles, Terminology, Environment,
and Other Professional Standards.
A.
B.
C.
D.
E.
F.

II.

Measurement, Valuation, Realization, and Presentation
of Assets in Conformity With GAAP.
A.
B.
C.
D.
E.

III.

Payables and A ccruals.................................................... 13M,14M
Deferred Revenues.......................................................... 15M
Deferred Income Tax Liabilities.................................... 12M
Capitalized Lease Liability..............................................4
Bonds P ayable............................................
5M,6M
Contingent Liabilities and Com m itments...................... 16M

Ownership Structure, Presentation, and Valuation of
Equity Accounts in Conformity With GAAP.
A.
B.
C.
D.
E.
F.
G.

V.

Cash, Marketable Securities, and Investm ents............4,4M
Receivables and A ccruals.............................................. 10M,21M
Inventories ........................................................................ 3
Property, Plant, and Equipment Owned or L eased......4,5
Intangibles and Other A ssets..........................................11M

Valuation, Recognition, and Presentation of Liabilities
in Conformity With GAAP.
A.
B.
C.
D.
E.
F.

IV.

Authority of Pronouncements....................................... 5
Conceptual Fram ew ork...................................................1M
Basic Concepts and Accounting Principles...................2,3,4,5
Nature and Purpose of Basic Financial Statem ents......2,3,4
Consolidated Financial Statem ents.................................2,5
Historical Cost, Constant Dollar, Current Cost, and
Other Accounting C oncepts............................................2M,3M

Preferred and Common S to ck ........................................ 2
Additional Paid-in C apital...............................................
Retained Earnings and D ividends...................................17M
Treasury Stock and Other Contra A ccounts.................18M
Stock Options, Warrants, and R ig h ts............................19M
Reorganization and Change in E n tity ............................
Partnerships .......................................................................39M

Measurement and Presentation of Income and Expense
Items, Their Relationship to Matching and Periodicity,
and Their Relationship to GAAP.
A.
B.
C.
D.

Revenues and G a in s................................................... ....5,8M,9M,20M,22M,28M
Expenses and L osses.................................................. ....3,4,5,23M ,25M
Provision for Income T a x .......................................... ....7M
Recurring Versus Nonrecurring Transactions and
Events ........................................................................... ....24M ,26M
E. Accounting C hanges................................................... ....34M
F. Earnings Per S h a re ..................................................... ....29M
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Accounting Theory — Content Specification Outline (cont.)
VI.

Other Financial Topics.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.
L.
M.

VII.

Statement of Cash F lo w s................................................. 30M,31M
Accounting Policies..........................................................32M
Accounting C hanges......................................................... 27M
Nonmonetary Transactions.............................................. 35M
Business Combinations..................................................... 2
Interim Financial Statem ents............................................36M
Gain Contingencies..........................................................
Segments and Lines of B usiness.....................................33M
Employee B enefits............................................................ 37M
Analysis of Financial Statem ents.....................................38M
Development Stage Enterprises......................................
Personal Financial Statem ents.........................................40M
Combined Financial Statem ents......................................

Cost Accumulation, Planning, and Control.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.

Nature of Cost Elem ents................................................. 46M
Process and Job Order C osting...................................... 42M
Standard C osting............................................................... 43M
Joint and By-Product Costing, Spoilage, Waste, and
Scrap .................................................................................. 41M
Absorption and Variable C osting................................... 45M
Budgeting and Flexible Budgeting..................................44M
Breakeven and Cost-Volume-ProfitA nalysis................. 49M
Capital Budgeting Techniques.........................................48M
Performance A nalysis.......................................................47M
Other .................................................................................. 50M

VIII. Not-for-Profit and Governmental Accounting.
A.
B.
C.
D.

Conceptual Fram ew ork.................................................... 51M
Fund A ccounting............................................................... 52M,53M
Types of Funds and Account G roups................
54M,55M,56M,57M,58M
Presentation of Financial Statementsfor Various
Not-for-Profit and Governmental Organizations.......... 59M
E. Various Types of Not-for-Profit and
Governmental Organizations............................................60M
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